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Reasons for Excluding Interest from Cost 
By Georce O. May, C.P.A. 


Standard schemes of accounting for various industries are 
receiving much consideration at the present time. This is partly 
due to the encouragement given such movements by the federal 
trade commission and partly to the work which has been carried 
on for some time by the bureau of business research of Harvard 
university and other organizations, and the value of which is now 
being recognized. 

In connection with these schemes it may not be amiss to 
reconsider the question of the treatment of interest, particu- 
larly interest on invested capital. Many who favor including 
interest in expense or cost as a general principle become dubious 
when they are asked to specify the rate or the kind of rate they 
would adopt. Broadly there are three kinds of rate suggested: 


(1) A rate equal to that yielded by the safest investments. 
(Some go further and try to eliminate the small element 
of risk from such a rate and call the balance pure interest 
or compensation solely for the use of the money.) 

(2) A rate equal to that at which money can be borrowed 
for the particular industry. 

(3) A rate sufficient to attract permanent investment into the 
industry. 

Of the three alternatives the second is probably the most 

generally favored and it will therefore be assumed as the basis 
of the following discussion. 
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At the outset it is important to consider what such a rate 
represents. In an industrial business commercial loans can 
usually be obtained up to a limit of say 50 per cent. of the current 
assets. Money lent, therefore, has behind it 100 per cent. margin 
of security in current assets alone as well as plant values which 
may represent another 100 per cent. or more. The difference 
between the position of the loan and that of the invested capital 
which stands behind it is therefore obvious. 

It is suggested that it is undesirable to treat such a rate of 
interest on invested capital as cost in standard classification of 
expense or in cost of manufacture: 


First, because the method is unscientific and unsound for the 
immediate purpose in view ; 

Second, because the inclusion of interest in cost produces 
results which are financially and economically undesirable ; 


Third, because in so far as the results of such methods have 
a bearing on the broad question of the relations between 
capital, labor and the public, the inclusion of interest in 
the manner suggested tends to mislead and thus to pro- 
mote discord and social injustice. 


Objection No. 1. “Because the method is unscientific and 
unsound for the immediate purpose in view.” 

The purpose in view is to arrive at the cost or expense 
involved in doing business in the line of industry under consider- 
ation. For such a purpose the essentials are: 

First, to ascertain as far as possible all costs and to exclude 

anything that is not a cost; 

Second, to arrive as far as possible at results that are actual 
and to avoid if possible the introduction of arbitrary or 
estimated figures ; 

Third, to present each element of cost as a separate item in 
the classification and to avoid the inclusion of any one 
element in more than one heading thereof. 

Considering these essentials in order, whether the return on 
proprietor’s capital is wholly or in part a cost or expense is a 
question on which opinions differ. As to this it is sufficient to 
say that if, after consideration of other essentials, it should be 
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deemed preferable to omit the charge in respect of proprietor’s 
capital from cost or expense, this fact would at least not impair 
the value of the results presented. 

Turning to the second essential, it is obvious that any charge 
in respect of proprietor’s capital must be an estimate. 

The next point to consider is, therefore, how accurate an 
estimate made in the way that is proposed will be. Now it is 
apparent that if the capital required in a business is provided 
partly in the form of a loan by A, who is given priority in 
respect of principal and interest, and partly by B (the propri- 
etor) whose rights are subordinated to those of A, then with- 
out attempting to define exactly the rate of interest applicable 
to B’s contribution, it must obviously be something different 
from and greater than the rate applicable to A’s contribution. 
It appears therefore that the proposed rate is from its very 
nature inapplicable. 

Further, it is apparent that some of the compensation of the 
proprietor’s capital must be left to be provided out of the 
balance remaining after deducting costs, so that the procedure 
involves the sacrifice of the third essential above recited, namely, 
the presentation of each element of cost as a separate item in 
the classification. It may be suggested that the compensation of 
the proprietor’s capital is not an element but a compound of 
two elements, namely the compensation for the use of the capital 
and the compensation for the risk incurred. The answer to such 
a contention is, however, that the rate proposed to be used is 
itself a compound of these two elements, the defect of the rate 
being that it is formed in an erroneous and half-hearted manner. 

At this point it may be worth while to consider roughly how 
far the method does provide for the two elements. The rate at 
which money is lent to industry, and especially small industries, 
is probably double the interest rate on the safest securities. 
The rate necessary to attract investments (not loans) into such 
an industry is not less than three times the rate on the safest 
investments.* If say one-third of the capital be raised by 


* If the safe investment rate be taken at say 3 per cent., this gives a borrowing 
rate of 6 per cent. and an investment rate of g per cent., which happens to be 
almost exactly the average rate earned on the amount invested (capital and surplus) 
in all the national banks of the country for the seven years ending June 30, 1914. 
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borrowing, the rate to be applied to the proprietor’s capital would 
on these assumptions be three and a half times the safe invest- 
ment rate. 

For, taking the total capital invested at 300 and r as annual 
interest on a safe investment of 100, 


the interest on 300 at 3 r would be.............. Or 
the interest on 100 borrowed at 2 r.............. 2r 
leaving for interest on 200 proprietor’s capital.... 7 r 


or 3% r per cent. 


Now if the rate on safest investment (r) be taken as the 
compensation for use of capital, the borrowing rate of 2 r pro- 
vides 1 r for risk. If the proper rate for proprietor’s capital 
be taken at 3% r, of which 1 r represents compensation for use 
and 2% r compensation for risk, it may be said that the method 
provides for the “use” element and about 40 per cent. of the 
“risk” element contained in the “cost” of proprietor’s capital. 

To sum up, the position is that whether the first essential is 
fulfilled is a controversial question, and that the second and 
third essentials are clearly sacrificed. It would seem that in 
these circumstances the first objection urged is fully sustained. 
This objection would not be fatal if the method produced good 
results when viewed from a broader standpoint, and it is there- 
fore desirable to proceed to a consideration of the second objec- 
tion, namely, 


“Because the inclusion of interest in cost produces 
results which are financially and economically unde- 
sirable.” 


The evil effects from an administrative, financial and account- 
ing standpoint of including interest in cost have been pointed 
out in previous articles in THE JoUuRNAL OF ACCOUNTANCY and 
no attempt will therefore be made to deal with this subject 
exhaustively here. Briefly the main objections are: 


First, plant investment which yields only a rate which is 
admittedly less than commensurate with the risk attending 
investment in the industry is commercially and economic- 
ally unsound. 
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A method which purports to allow for cost of increased 
capital by means of a rate determined by the rate at 
which money can be borrowed, therefore, tends to encour- 
age unwise plant expenditure. 


F If the money is obtained not by borrowing, but by a 
permanent increase of capital, then the return on that 
capital will have to be far greater than the loan rate. If 
the money is obtained by borrowing, then, quite apart 
from the rate, the policy is unwise—excessive investment 
in fixed assets of capital obtained by borrowing being 
one of the commonest causes of failure. 


Second, there is no sense or advantage in including in cost 
interest on investment in fixed assets unless interest on 
investment in current assets employed in manufacture is 
also considered. 


The attempt to introduce correctly computed interest 
allowances on both classes of investments involves diffi- 
culties out of all proportion to any possible benefits. 


These objections may seem strange in view of the fact 
that the principal argument advanced in favor of includ- 
ing interest in cost is that it takes capital investment into 
account in comparative costs. But it is submitted that it 
is better to leave capital investment out of account alto- 
gether than to take it into account on a basis that does 
not even purport to represent the true cost of capital. 
There are theoretical grounds for the claim that interest 
on some logical basis should be included in cost, though 
it is not worth while in practice to attempt to do it. There 
would seem to be no basis in theory and far more danger 
than advantage in practice in including a rate determined 
as the rate now under discussion would be determined. 

Third, the method leads to less conservative valuation of 
inventories and to showing as profits available for divi- : 
dends amounts which have not been realized or even 
earned. 


It may be asked why, if these views are correct, so many 
people do favor including such a rate of interest in cost. The 
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answer is perhaps found partly in the following consider- 
ations: 


First, the great extent to which capital is obtained by bor- 
rowing in this country; 


Second, the very general use and acceptance of 6 per cent. 
as an interest rate; 


Third, the general failure to appreciate the true rates of 
return earned in industry. This is in a measure the 
natural result of the “watering” of capital in the past for 
the purpose of concealing the true rates of profits being 
earned ; 


Fourth, anxiety to do anything that tends to reduce under- 
selling ; 


Fifth, the hope that, by including part of its claim to com- 
pensation as cost and a part as profit, capital may be able 
to secure more than it otherwise would obtain. Later 
reasons will be advanced for concluding that such a hope 
is ill-founded ; 

Sixth, the influence of bankers, based on a false analogy from 
their own business. 

A man who has never considered the problem of fair return 
regards 6 per cent. as a well recognized rate, applies it often 
where it has no proper application, and accepts it when it is 
charged against him. 

The executive head of a business who charges 6 per cent. on 
capital employed against each department of his business may 
or may not be conscious that he would never invest money in 
a department at that rate. He knows, however, that the depart- 
ment head will recognize and accept that rate, but would not 
probably understand or willingly accept a charge of a higher 
rate and feels that by charging 6 per cent. he gets at least that 
much protection against underselling. The same comment 
applies to trade associations which combine to put out accounting 
schemes, the underlying purpose of which is as a rule the reduc- 
tion of destructive competition. 

Whether or not the result accomplished in this direction is 
good or bad from an economic standpoint is an open question. 
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In the case of a man who does not realize what a selling price 
ought to include, it is probably helpful both to him and to his 
competitors. But at its best the method is a hybrid and a 
makeshift, and taking all effects together the evil effects pre- 
ponderate. 

Objection No. 3. “Because in so far as the results of such 
methods have a bearing on the broad question of the rela- 
tions between capital, labor and the public, the inclusion of 
interest in the manner suggested tends to mislead and thus to 
promote discord and social injustice.” 

The relation of the problem to the broad question of the 
proper distribution of the fruits of organized industry between 
labor and capital is apparent and nothing could be more essential 
than that the practice adopted should avoid anything likely to 
add to misconceptions of one another’s equitable claims which 
are largely responsible for the bitterness of the controversy 
between the two. 

Upon any great question the tendency must be to reduce the 
issue to the simplest terms. The fair disposition of the results 
of organized industry is one of the greatest of questions and the 
issue here is reduced in the public mind to one between labor 
and capital—everything that does not go to labor is regarded 
as going to capital. The elements other than labor entitled to 
compensation may in the economic mind be subdivided and the 
economist may attempt to differentiate between pure interest, 
compensation for risk, the reward of the entrepreneur, etc., but 
in the public mind and for practical purposes these elements 
are combined in capital. Moreover, in general, once an enter- 
prise is launched these elements are vested in the same body 
of individuals, so that the fact that the isolation of the elements 
is not possible except in theory does not cause any difficulty in 
practice. 

If so-called interest on capital is deducted as expense, 
the general disposition will be to assert claims to a part or the 
whole of the balance. The public (especially in the case of 
public service companies) will attribute the net profit shown to 
over-exaction from the public. Labor will claim that it is attribu- 
table to underpayment of labor or at least to the results of com- 
bined effort in which labor should participate. 
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If, however, the results are presented without including 
anything in expense for return on capital, it will be clearly 
recognized that if capital is not entitled to all the residuum, at 
least capital has a claim on it which must first be satisfied. That 
claim would seem to be for an amount standing as nearly as 
possible in the same relation to capital as the amounts included 
in expense in respect of labor stand to labor. 

The elements included in the compensation to labor include 
some or all of the following: 


(a) A minimum wage; 

(b) Payment for special skill; 

(c) Compensation for special conditions of employments 
including risk, responsibility and inconvenience ; 

(d) Compensation paid on account of specially favorable 
financial conditions (such as the two 10 per cent. addi- 
tions to wages by the Steel Corporation recently) ; 

(e) A share of the final residuum (paid in the form of 
wage dividends or otherwise) ; 


All these items except (e) are treated as expense, under the 
head of wages. 

Turning now to capital—pure interest may be said to corre- | 
spond roughly to minimum wage in the case of labor. There is 
no element in capital corresponding to the special skill in the 
case of labor. There are, however, in the case of capital, ele- 
ments corresponding exactly to the items (c), (d) and (e). 

But while the items (a) to (d) are included in expense in 
respect of labor, only item (a) and an indefinite fraction* of (c) 
are proposed to be included in expense in respect of capital. 


The ordinary reader of the figures (and certainly also the 
enemies of capital) will, however, assume that the interest 
included in expense stands to capital in the same relation as 
the wages included in expense do to labor and no amount 
of explanation will be very effective in avoiding or removing 
such a misconception. Nor can such an explanation be effec- 
tively made since it involves explaining that while the amount 
included under wages does represent compensation based on 


* Possibly 40 per cent. See page 404. 
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the conditions under which the labor is employed, the com- 
pensation assigned capital under interest does not even purport 
to be the compensation to which it is fairly entitled under 
the conditions under which it is invested, but what it would 
fairly earn if employed in some different and much safer way. 

An analysis of the amounts paid or due to labor and capital 
such as is suggested above is outside the scope of a classification 
of expenses, though it would be a positive contribution towards 
the proper treatment of the problem of the relations between 
the two bodies. It is, however, in the highest degree important 
that classifications should not present figures in such a one- 
sided and erroneous way as to add another misconception to 
those that already keep labor and capital apart. If accounts 
cannot actually promote harmony between the two, at least let 
every possible step be taken to insure that they shall not add 
to the discord. 

It may be asked whether interest should not be included in 
expense on some other basis if not on the one proposed. The 
alternatives are apparently the “pure interest” rate (or the rate 
on the safest investments which approximates thereto) or else 
the rate that will attract investment into the industry. To adopt 
the pure interest basis means providing for compensation for the 
use of money, but not for the risk to which it is subjected; and 
as the risk is by far the more important element, there would 
seem to be little or no practical advantage in following this 
course nor indeed any probability of being generally understood. 
The rate which will attract capital into an industry would seem 
to be one of the things which accounts should help to deter- 
mine rather than anything which could be assumed as an element 
of cost. 
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Statements of Borrowers from the Viewpoint of the 
Federal Reserve Bank * 


By Cartes A. Pepte, C.P.A. 


The inauguration of the federal reserve system has neces- 
sarily brought about many new conditions in the business methods 
of the country. You who are examiners of banks and exam- 
iners and auditors of business houses from one end of the 
country to the other are naturally interested in knowing how 
far these changes will necessitate changes in your methods and 
in the investigations which you make into business problems. 
Therefore, when I was requested to address this convention it 
occurred to me that no subject which I was capable of handling 
to your satisfaction would be more interesting to you than the 
one which has been announced by your president. 


In thinking over the best method of approaching this subject 
and presenting it to you, it occurred to me that I might run over 
briefly the imaginary history of the art and science of public 
accounting, have a little to say with reference to the organization 
of the federal reserve system and its methods, and bring the two 
together, with the hope of presenting to your minds not only 
what is expected of you, but why it is expected. It is my 
experience that a bare statement of facts produces very little 
impression on my mind, and comparatively none on my memory, 
unless it is supported by reason. 

If I were required to construct from imagination the history 
of public accounting, I would say that probably it originated in 
the investigation of fraud. If we can accept as true the pictures 
presented to us by Dickens and other novelists of that period, in 
his time and prior to his time bookkeeping was looked upon to 
a large extent as a secret art, and the bookkeeper was regarded 
more or less as the high priest of a mystery. We can very well 
imagine that each large business house had a system of account- 
ing, and at its head a bookkeeper who had risen from office boy 
by years of toil, years of contact with the methods of the house, 


* An address delivered at the Tri-State meeting, Richmond, Virginia, April 13, 1916. 
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and that the system of accounting in use was more or less his 
own construction or the construction of his predecessors. We 
can imagine that then there was comparatively little use for the 
public accountant until something went wrong on the inside of 
the establishment, and there was a defalcation; then an expert 
was Called in to investigate and to find out the extent and the 
methods. 


We can imagine that the next step in the process came from 
the realization of other houses that it would be very well to have 
their books investigated to see whether a fraud had been com- 
mitted even before any evidence of it had developed. During 
the course of those investigations it was perfectly natural that 
the public accountant should be able to suggest improved methods. 
So we see that the third element which arose in this imaginary 
history was the suggestion of improved methods and systems. 

After the examination for the purpose of detecting fraud 
had become general, after the examination for the purpose of 
making suggestions as to system had become comparatively 
common, another element came in. Many men were investigated 
and given what we call a clean bill of health; so that the fourth 
reason for the services of a public accountant would be the vindi- 
cation of those in charge of the accounting systems of the 
country. 

We can imagine that after this had become general, and state- 
ments were given to the banking houses as bases for credit, the 
banking houses and the large business firms began to realize that 
investigations by competent and disinterested persons were of 
great value to them. So we add the fifth item, the verification of 
statements for credit purposes. 

I wish to say that it is my personal observation and experience 
that in this day the first two reasons have been practically 
dropped. Of course accountants are occasionally called in now to 
investigate fraud; but, so far from holding that the investigation 
of fraud is the first and chief reason for having investigations 
made, I would consider it now as a matter of small importance, 
one that enters slightly, if at all, into the consideration of the 
employer generally. Investigation of fraud would, of course, 
carry with it the detection of fraud, and while every accountant 
should have in mind at all times the possibility of the existence 
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of fraud, few of us go into a fresh piece of work with any idea 
of detecting fraud, and we are usually, unless we have some 
4 reason to suspect it before we are called in, astonished to find it. 


s Let us say, then, that the chief reasons for the employment of 
“hie an accountant narrow themselves down now to the improvement 
ie of systems, the vindication of persons in charge of books and the 

; verification of statements for credit purposes. 
ee With the introduction of the federal reserve system, and with 


the knowledge that the federal reserve banks are calling on their 
ae member banks for copies of the statements of individuals, another 
il question comes up: How should this statement be prepared so 
that it shall not only serve the purposes of the bank originally 
making the loan, but also be in such shape that it can be passed 
on to the federal reserve bank and be of use to that bank? 

In order to answer this question it would be well to look into 
the general organization plan of the federal reserve banks with 
reference to this particular matter, to consider the requirements 
of the federal reserve banks and the reasons for those require- 
ments. 

The federal reserve system has been in operation for a little 
over eighteen months. On December 31, 1915, there were, as 
you know, twelve federal reserve banks, each being the financial 
center of its own district, the country of the United States being 
divided into twelve separate and distinct districts, principally 
along state lines. There were at that time 7,607 national banks 
that were members of the federal reserve system and a number 
of state banks that had joined the system under the regulations 
made by the federal reserve board for that purpose. I do not 
recall the exact number of state banks, but they were compara- 
tively few and for the purposes of this discussion the number is 
unimportant. The paid-in capital of all the banks was $1,068,- 
000,000 ; the surplus was $725,000,000 ; deposits, demand, $6,223,- 
000,000 ; time $1,414,000,000, and banks $2,727,000,000. Loans 
of all national banks were at that time $7,357,000,000. The com- 
bined capital of the federal reserve banks was $54,913,000; the 
deposits were $400,000,000. Supposing that the capital and de- 
posits were paid in in gold, for the sake of simplicity, the federal 
reserve banks as a whole would start with deposits of $400,000,000, 
against which there has to be kept in their vaults and untouched 
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a reserve of 35 per cent., or $140,000,000, leaving $260,000,000 
free and clear. Add this to the $54,913,000 capital and you get 
a lending fund of $314,913,000. Thus the total loans of the 
federal reserve system would be very small if it were not for 
the system of federal reserve note issue. The act, as you may 
know, provides for the issue of federal reserve notes against 
rediscounted paper, dollar for dollar, but with the provision that 
federal reserve banks shall retain, against all loans issued, a 
gold reserve of forty per cent. Therefore, instead of lending the 
$314,000,000 of gold, the federal reserve banks can lend two 
and one-half times that much in federal reserve notes, every loan 
being represented by rediscounted paper which can be used as 
collateral for the issue of notes, and the gold being used for the 
forty per cent. gold reserve fund. This will make a total theo- 
retical issue, on the face of the figures of December 3lst, of 


$887,000,000. 


As a matter of fact, it would be impossible for the federal 
reserve banks to extend to their full theoretical note issue. So we 
will say, then, that the total theoretical lending power of the 
federal reserve system, based on its federal reserve note issue— 
and I will not undertake at this time to go into the question of 
keeping these notes in circulation—would be practically ten per 
cent. of the loans of member banks. That is to say, if every 
bank in the system would rediscount as much as it possibly could 
with the federal reserve banks, the federal reserve banks could 
only take care of ten per cent. of the loans of the national banks. 
Of course we know that that is an impossible condition. We 
know from the consolidated reports of the comptroller, extending 
over practically the entire time during which national banks have 
been in existence, that the national banks of the country have 
never in any circumstances which have existed since their founda- 
tion been required to borrow as much as ten per cent. of the 
loans of the national banks. My recollection is that the maximum 
figure in recent years has been $150,000,000. Nevertheless the 
federal reserve banks should keep the fact in mind that when- 
ever any national bank borrows more than ten per cent. of its 
own loans, it is really borrowing some of the money of the other 
national banks. 
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Membership in any national banking association up to this 
time has been voluntary. Under the laws passed by congress 
national banks have been permitted to organize and no one was 
forced by law to take stock in a national bank. With the inaugu- 
ration of the federal reserve system, however, a change was 
made. Every national bank is required to subscribe to stock of 
the federal reserve bank of the district in which it is located six 
per cent. of its net capital and surplus, one-half of which up to 
this time has been called and paid, and the other half can be 
called at the option of the federal reserve board. There is a 
further contingent liability of another six per cent. So the bank- 
ing capital of the federal reserve system is $54,000,000, which 
represents a contingent liability on the part of the member banks 
of four times that amount. 


The point I wish to emphasize is that membership in the 
federal reserve system is compulsory on the part of the national 
banks, and stock subscriptions are compulsory. Deposits are 
also compulsory. The federal reserve act provides certain 
reserve requirements for all national banks, dividing them in 
three classes, country banks, reserve city banks and central 
reserve banks, of twelve, fifteen and eighteen per cent. 
respectively on demand deposits and five per cent. for all 
banks on time deposits, and a certain portion of the reserve 
of every bank is required to be kept in the federal reserve bank, 
so that this $400,000,000 of deposits represents compulsory 
deposits. 

We see, then, that the capital and deposits of the federal 
reserve banks are the property of the member banks, property 
which they have been required to segregate in that place. We 
have seen that the total amount of paper which the federal 
reserve system can absorb is, theoretically, ten per cent. of the 
total amount of paper held by the national banks. I have also 
mentioned the fact that paper rediscounted by the federal reserve 
banks is used by the federal reserve banks as a basis for the 
issue of federal reserve notes. 

For all of those reasons, the federal reserve banks must neces- 
sarily be much more cautious in the acceptance of paper than an 
ordinary national bank is required to be. On the other hand, an 
ordinary national bank should exercise a great deal of care in the 
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selection of its paper. It is true that the stock of a bank is a 
voluntary subscription on the part of the stockholder, but by 
far the larger part of the resources of any bank consist of the 
deposits of its customers. No bank could exist, could pay 
expenses, on loans confined solely to its capital stock; it must 
lend out the money of its depositors. When a bank makes a loan 
at six per cent., and we will say at sixty days, it gets in return for 
that loan one per cent. of the principal; so a bank lending $1,000 
for sixty days will receive ten dollars for the service. If it makes 
a bad loan, it must make ninety-nine other loans of $1,000 each 
successfully before it will place itself back in the position in 
which it was before it made the bad loan of $1,000. Therefore 
it behooves the national bank to be careful in the selection of 
its loans. 

We have had in this country a number of panics and there 
have been occasions when banks were obliged to call large por- 
tions of their loans in order to satisfy their depositors, all of 
whose money is payable on demand; therefore a national bank 
should exercise extreme care to have a large portion of its loans 
in thoroughly liquid form. I should say, generally speaking, in 
ordinary times, if one-third of the loans of a national bank are 
absolutely liquid, one-third semi-liquid—that is, can be converted 
into cash if necessary—and the other third safe, but requiring con- 
siderable time to convert into cash, that bank is in a safe condi- 
tion. That, however, does not apply to a federal reserve bank. 

For all the reasons which I have stated, showing the difference 
between the ordinary national banks and the federal reserve 
banks, it will be seen that it is absolutely necessary for a federal 
reserve bank to have its paper in absolutely liquid condition at 
all times. It should take no paper that cannot be paid at maturity 
if it is necessary for it so to be paid. In other words, its loans 
should be self-liquidating. Because its capital consists of com- 
pulsory contributions from member banks, because its deposits 
consist of compulsory deposits which are the reserves of member 
banks and because the paper which it takes is used as the basis 
for federal reserve notes, this paper should be absolutely liquid 
beyond question. 

Because of the limited resources of the federal reserve 
banks, compared with the resources of the national banks, 
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it has been deemed wise to confine the character of paper taken 
by the federal reserve banks to commercial paper and agricul- 
tural paper—that is to say, paper which represents the going com- 
mercial and agricultural operations of the country, and absolutely 
excludes any and every form of investment. 


It was with these ideas in mind that the federal reserve board 
drew the requirements relating to the acceptance of commercial 
paper. I will not detain you by reading the entire regulation in 
each case, but it would be well to direct your attention to one 
or two points in the regulations. “Character of paper eligible’— 
and this regulation applies to commercial paper—‘The federal 
reserve board, exercising its statutory right to define the character 
of a bill eligible for rediscount at a federal reserve bank, has 
determined: (a) that it must be a bill the proceeds of which 
have been used or are to be used in producing, purchasing, carry- 
ing or marketing goods in one or more of the steps of the process 
of production, manufacture and distribution; (b) that no bill is 
‘eligible’ the proceeds of which have been used or are to be used: 
(1) for permanent or fixed investments of any kind, such as 
land, buildings, machinery (including therein additions, altera- 
tions or other permanent improvements, except such as are 
properly to be regarded as costs of operation).” 


I want to direct your particular attention to this point. What 
has been said already is good theory, but exceedingly hard to 
apply as a practical proposition. It is easy to say that the federal 
reserve banks shall accept no paper except that the proceeds of 
which have been or are to be used for particular purposes, and 
that they must exclude paper the proceeds of which have been 
used for investment. But how is the banker to tell? A large 
business concern may borrow ten thousand dollars, and it would 
be impossible for the business concern itself, much less the 
banker, to follow out every dollar of that ten thousand dollars 
and say where it is going. Therefore the board has provided 
this as a direct test: “It may be considered as sufficient evidence 
of compliance with this requirement if the borrower shows, by 
statement or otherwise, that he has a reasonable excess of quick 
assets over his current liabilities on open accounts, short-term 
notes or otherwise.” 
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That is to say, if his quick assets, consisting of cash, accounts 
receivable, bills receivable and merchandise, are reasonably in 
excess of his current liabilities, consisting of loans from banks, 
loans from individuals, open accounts and mortgages, provided 
the mortgages are due in a very short time—I say, if there is a 
reasonable excess of quick assets over current liabilities, his paper 
is eligible on the assumption that if he is not going to use the 
proceeds of that particular piece of paper for the purposes classed 
among the eligible purposes, he is going to use some other similar 
amount of money which he has in his possession, and the spirit 
of the law will be reasonably carried out. That gives us a very 
exact method of determining the eligibility of paper. 

When it comes, however, to the case of the farmer, the 
question is a much more involved one. Farmers seldom keep 
books, and when they do they are not likely to be accurate. 
Moreover, even if they are accurate, the quickest and largest 
asset which the farmer has, the one out of which he expects to 
get his money, necessarily cannot appear on his books at all, and 
that is his growing crop; so that the requirement with reference 
to agricultural paper is a little different: “Each federal reserve 
bank may receive for discount bills which have a maturity of 
more than three but less than six months, in an aggregate amount 
equal to a percentage of its capital stock to be fixed from time 
to time for each federal reserve bank by the federal reserve 
board; provided, however, that such bills are drawn or issued 
for agricultural purposes or are based on live stock; that is, that 
their proceeds have been used or are to be used for agricultural 
purposes, including the breeding, raising, fattening or marketing 
of live stock.” 

Therefore, if a farmer is to use all of the money which he 
borrows for seasonal agricultural operations, his paper is eligible. 
Now, how are we to form our own opinion on that? The federal 
reserve banks themselves have worked out a number of details 
a little further than the regulations of the board, but, as they 
believed, along the lines laid down by the board and carrying out 
the same spirit. If we find from the statement of the farmer 
that his total borrowings bear such a proportion to his total 
equipment, land, buildings, machinery, live stock, etc., as to make 
it reasonably certain that he is borrowing for seasonal operations, 
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we accept the statement of the member bank that the money was 
so borrowed and take the paper. If, on the other hand, as is 
often the case, the farmer is carrying large investments in bank 
stocks or stocks of various enterprises, or appears to be specu- 
lating in land, or speculating in cotton or other things, then we 
raise the question and go deeply into the matter. 

The gist of the matter is that we must be satisfied in the case 
of the manufacturer and the merchant that he is borrowing for 
the current needs of his business, and in the case of the farmer 
that he is borrowing for seasonal agricultural operations. 

With the hope of helping our member banks and getting this 
matter into concrete form, the federal reserve bank of Richmond 
has spent a great deal of time in devising a set of statement 
forms, arranging the assets and liabilities in such a manner as 
to show quickly and clearly whether the paper upon which this 
particular statement is based is eligible or not. We have had 
several objects in view in compiling these statements. First, we 
wish to get the statements into a uniform form; second, we wish 
to be as helpful to our member banks as possible; and third, we 
wish incidentally to suggest to the member banks, and through 
them to the borrower, the necessity of adequate accounting 
methods in their own business. 

The first departure which we have made from the ordinary 
statement form is in the classification. All of the forms which 
I had seen up to the time these forms were issued were designed 
first, for corporations, second for partnerships, and third for 
individuals. We have made a radical change in making our first 
form for manufacturing concerns, whether corporations, partner- 
ships, or individuals; second, for a merchandise business, 
whether a corporation, a partnership or an individual; and third, 
for an individual—farmer or other individual not a merchant or 
manufacturer. It is rather a strange thing to me that with all 
the thought and study that has been put on the designing of 
statement forms it seems never to have occurred to anybody 
before that there is far less difference—from an accounting stand- 
point, I mean—between two manufacturing concerns one of 
which is a corporation and the other a partnership than there is 
between two corporations one of them doing a manufacturing 
business and the other doing a mercantile business. As a matter 
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of fact, when you see these statements you will see that the only 
change necessary in the statement form is that after listing the 
total assets and the total liabilities the net worth in the case of a 
corporation is stated as preferred and common stock and surplus, 
and the net worth of a partnership or individual is stated as cap- 
ital paid in and undistributed profits and additions to capital from 
earnings. That is the only accounting difference between these 
statements. Consequently these statements are much clearer to the 
bank and clearer to the individual making them out. A manu- 
facturer, whether an officer of a corporation, a member of a 
partnership or a private individual conducting his own business, 
can fill out not only every blank on the statement, but answer 
practically every question with reference to the items in the 
statement ; and those questions which are applicable to a corpora- 
tion and not to a partnership are so perfectly plain that they are 
not likely to confuse anyone. 

The federal reserve bank will not require its member banks 
to furnish it with copies of this entire statement. The first 
sheet consists of a statement of the assets and liabilities. This 
and one or two general questions with reference to the compo- 
sition of the concern are all that the bank wants copies of. The 
information on the two inside pages refers to assets and liabil- 
ities and items of general information, and is for the exclusive 
information of the bank from which the person borrows money. 
On the last page of the statement are the manufacturing account, 
trading account and profit and loss account; in case of large 
loans, we might ask for copies of those; up to the present time 
we have not asked for such copies. 


The merchandise business statement is exactly the same in 
form except that it contains, of course, fewer questions, and the 
last page contains a trading account and a profit and loss account. 
The individual statement is smaller, being designed particularly 
with reference to statements of farmers, and consists of two 
sides of one sheet of paper, and the general questions on the back 
cover only one-half of the sheet. 

It will not be necessary for me to go over all these forms, but 
I would like to go over the form for a manufacturing concern, 
which is typical of the other two. The assets consist of cash on 
hand, which is divided into cash tickets, currency and coin, and 
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cash in bank; then come notes receivable of customers on hand 
(not past due), notes receivable discounted in bank or sold with 
endorsement or guarantee (contingent), accounts receivable, 
customers (not past due), less reserve for bad debts, raw ma- 
terial on hand (all fit for use), finished goods on hand (own 
manufacture), goods on hand bought for sale (not own manu- 
facture)—and the total of that constitutes the total of quick 
assets. Next are notes receivable past due, cash value and book 
value; accounts receivable past due, cash value and book value; 
notes given by officers, stockholders or employees; accounts due 
by officers, stockholders or employees—that constitutes the total 
of liquid assets. These are added to the total quick assets in 
order to make the total liquid assets. The idea is this: these 
four captions cover rather undesirable items which you will find 
to a reasonable extent in the statements of the great manufac- 
turing corporations. Therefore, if the total amount of these four 
is reasonable, compared with the total amount of the quick assets, 
we will say that the liquid assets total is the quick assets total ; if 
not, we cut them out. To that is added real estate (used for 
plant), fixed improvements (plant), machinery, tools and equip- 
ment, office furniture and equipment, and other equipment (if 
any); and from that total is deducted reserve for depreciation. 
Then there are added prepaid expenses, interest, insurance, taxes, 
wages, etc., and other assets to be described briefly. 


The chief difference between this statement and the ordinary 
statement, as you no doubt have noticed, is as follows:—In the 
ordinary statement it is usual to report notes receivable discounted 
in bank as a separate item; we have thought it wise to bring it 
back into the statement as a quick asset, and it will appear on the 
other side as a current liability. We all know a great deal about 
what kinds of notes are classed as bills receivable by the average 
concern throughout the south. We all know that when those 
notes are rediscounted in bank, there is no practical difference, 
as far as the liability of the concern goes, between the redis- 
counting of those notes and the borrowing directly from the bank 
with those notes as collateral security; and if the concern had 
a loan in bank these notes would of course appear among its 
bills receivable, although they may have been put up as collateral. 
Therefore we have felt that it was safest and best and clearest 
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to bring these back into the statement as an asset, marked “con- 
tingent,” and with a corresponding entry on the other side also 
marked “contingent.” 

Another difference is this: a good many stocks, particularly 
of banks, and stocks that are listed on the large stock exchanges, 
have been regarded by the banks as quick assets. From what 
I have told you with reference to the limitations of the loans 
from the fact that no loans are eligible the proceeds of which 
have been used for investment, it will be perfectly clear that it 
would be improper for us to count an investment as a quick 
asset; and for that reason, and for that reason only, investments 
are put below the line. As far as the assets are concerned, those 
are the only changes you will have to make in your statements. 

On the liability side, the first item is a new one—acceptances 
made for merchandise or raw material purchased. I would not 
have time this afternoon to go into the subject of trade accept- 
ances, but trade acceptances are coming into extensive use. 
They are used to a large extent on the continent of Europe and 
the federal reserve board expressed itself very positively in 
favor of them. The various credit organizations of the country 
are advising their introduction and we shall all live to see the 
day when trade acceptances will come into general use. We have 
therefore provided this first item as a special item, chiefly as 
a matter of interest, to notice how trade acceptances are growing. 

The next liability item is notes given for merchandise or raw 
material purchased; that will be exactly the same as trade 
acceptances, the only reason for segregating it being a matter of 
interest. Notes given to banks for money borrowed, notes sold 
through brokers, notes given for machinery, addition to plant, 
etc., notes due to stockholders, officers and employees—and the 
total of these is extended—accounts payable for purchases (not 
yet due), accounts payable for purchases (past due), accounts 
payable to stockholders, officers or employees, notes receivable 
discounted or sold with endorsement or guarantee (contingent), 
accrued expenses (interest, taxes, wages, etc.), other current 
liabilities constitute total current liabilities. Below that we have 
mortgage on plant (due date), mortgage on other real estate 
(due date), chattel mortgage on machinery or equipment (due 
date), bonded debt (due date), other liabilities (describe briefly) ; 
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total liabilities. Below that we have, net worth: if a corpora- 
tion, preferred stock, common stock, both extended as one item, 
and surplus and undivided profits. Then if an individual or 
partnership, capital paid in, undistributed profits and additions 
to capital from earnings, extended as one, making a total of one 
item for net worth. The assets bear odd numbers and the liabil- 
ities even numbers. 

In the list of questions, the first block relates to assets, the 
second to liabilities, the third to general information. 

If you will look over these statements I think you will find 
covered as completely as can be in a paper of this kind, what a 
public accountant is expected to investigate when he examines 
the accounts of a concern. 

With reference to the relation of the public accountant to 
the federal reserve bank, I wish to say that I have heard it said 
with more or less certainty on several occasions that the federal 
reserve board was requiring statements certified by public 
accountants. That is not true. The federal reserve banks are 
always glad to get such statements, but up to this time there has 
been no requirement of anyone in any circumstances that he 
should furnish a certified statement, and I do not think that there 
will be such a requirement except in the case of paper bought on 
the open market. I think the time will come when paper bought on 
the open market by federal reserve banks will be required to be 
supported by the report of a public accountant, but I do not 
think the federal reserve bank will ever require the member 
banks to furnish it with certified statements. On the other hand, 
having been through the mill myself, and being in a position to 
appreciate the value of an accountant’s statement probably a little 
more than the average banker, I have never lost an opportunity 
to do-everything I could legitimately do to encourage the banks 
to use and to send us certified statements. Whenever I have 
received a statement certified by a public accountant, in acknowl- 
edging it I have called special attention to it and expressed our 
gratification at receiving the statement in that form rather than 
in the ordinary form. 

Before I close I want to say one thing about your work. In 
Virginia the state board of accountancy has not been in existence 
a long time. In some of the other states such boards have been 
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in existence a much longer time. Consequently we have not yet 
in this state differentiated sharply between certified public 
accountants and uncertified public accountants. I believe that 
the time will come when the title will mean a great deal more 
than it means now. How soon that time will come and how 
much the difference will be depends upon the way in which you 
administer the affairs that are given to your charge. I do not 
think, speaking from experience as an accountant, as an execu- 
tive officer in a commercial bank, and as an officer in a federal 
reserve bank, that it is possible for a public accountant to be 
too jealous of his own reputation. I do not mean jealous of 
other accountants, but jealous of his own reputation. 

There is another thing. The banks of to-day want a little bit 
more than a certification that the books are mathematically cor- 
rect. There are few people who come into a bank with a state- 
ment in whom the bank officers have not sufficient confidence to 
believe that the books add up correctly, and that they will not 
find any differences in addition and subtraction. A banker would 
like an accountant to go just as far as it is possible for him to 
go in a verification not only of the accuracy of the statements 
expressed in figures, but of the accuracy of those statements 
expressed in values. 

I know how difficult it is to do those things. I know how 
impossible it is to do them thoroughly, and I know how dangerous 
it is to pretend to have done them more thoroughly than they 
have really been done. I believe, candidly, that the bankers need 
a little more education than the public accountants need. I 
believe there is a middle ground upon which we can get together. 
I believe that it is possible for the accountant in his investigation 
of accounts receivable and bills receivable to come very near find- 
ing out the facts as to what are really good and what are not 
good. I believe it is possible, with the expenditure of some 
thought and time, to tell a great deal more than we have been 
able to tell in the past with reference to the real value of mer- 
chandise on hand. In other words, the more an accountant can 
do to make his certificate of real value as to the net worth of the 
business and as to the truthfulness in every respect of the 
different elements of it, the more valuable he can make himself 
to the bank, and the more demand there will be for his services. 
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Advertising as a Business Asset* 
By Extyau W. Se tts, C.P.A., M.A. 


Advertising has long since passed the pioneer stage with its 
allegorical Garden of Eden origin; passed also long since its 
street-crier period with its historical Greek and Roman setting; 
remote indeed is its advent in our own country in 1704, when 
the Boston News Letter printed the first known newspaper 
advertisement in America; yet it is with keen interest we trace 
its rapid development from that date to its inception as a busi- 
ness, on down to the comprehensive organizations of today 
when the annual expenditure in advertising in all branches, as 
estimated by the best authorities, attains the enormous sum of 
five hundred million dollars. 

When it is realized that these hundreds of millions of dollars 
are paid by business for this service, it is inevitable that the 
question, Js Advertising a Business Asset? assumes considerable 
importance to business men on the one hand and becomes of 
deep seated interest to members of the advertising profession on 
the other, so correlated is this profession with business for 
mutual sustenance and expansion. 

Before considering the question at issue from the standpoint 
of the certified public accountant, allow me to digress for the 
moment the better to place before you his position in the 
business world, justifying his impartial conception of the subject 
at hand and basis of opinion. 

Authenticated evidence of the early recognized importance 
of accountancy to business is shown in baked clay tablets found 
in Assyria as long ago as 464 B. C., while later findings reveal 
the existence of private accountants in the year 831. But it 
was not until the fourteenth century, in Italy, that double entry 
or scientific bookkeeping was regularly employed. In 1581 there 
was formed in Venice an association of accountants which came 
to have even more power and influence than our present day 
associations. Scotland shows evidence over one hundred and 
forty years ago of having professional accountants, and in 1854 


* An address at the meeting of the Advertising Club of St. Louis, April 18, 1916. 
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granted royal warrant to the Society of Accountants. England 
early endorsed the importance of the profession which is today 
represented by several organizations of large membership, chief 
among which are the Institute of Chartered Accountants and 
the Society of Incorporated Accountants and Auditors. 


In our own country the American Association of Public 
Accountants, incorporated nearly thirty years ago, is the repre- 
sentative national professional body and has a membership of 
about 1,200 made up of the members of societies from the forty 
states that have granted legal recognition to the title “certified 
public accountant.” 

Thus, in brief, has spread the knowledge of the capacity and 
usefulness of the public accountant and the recognition of the 
profession as a part of business. Like your own profession it 
has established its place of importance by its demonstration of 
value wherever requisitioned. Conclusive proof of its acknowl- 
edged value is indicated by the increasing extent to which the 
services of its members are sought by governments, states, 
municipalities, corporations—including railroads, public utilities, 
banks and trust companies, manufactories—firms, individuals, 
and undertakings of nearly every description, including educa- 
tional, ecclesiastical and charitable. 

The demands on the public accountant are various. The 
work in general terms embraces auditing, which has to do with 
the verification and proper statement of assets and _ liabilities 
and the accounts of operations, and determination of fiduciary 
integrity; special examinations and reports on the affairs of 
those engaged in every field of activity, for the most part for 
bankers and others interested in investments; devising and 
installing new systems of accounts and revising and improving 
existing systems; a miscellaneous class of work such as making 
statements of the accounts of executors and administrators and 
special data for cases to be litigated or arbitrated; organization 
of administrative and other branches of business; supervising 
inventories and appraisals; preparation of reports and frequently 
certificates relating to these undertakings; and numerous other 
incidental matters. 

With the marvellous growth and expansion of business, its 
interlocking interests and intricate combinations, it is but 
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natural that complex problems arise, but the surprising thing is 
that, through ignorance of the rudiments of accounting or 
otherwise, hopeless confusion occurs over the most simple 
accounting propositions, and endless controversies arise on 
matters as to which, when the facts are properly stated, there 
should be no difference of opinion. 


Let me bring to your attention just one case, not wholly 
unrelated to our specific topic. Our income tax law dealing with 
the manner in which the net income of corporations, etc., shall 
be ascertained reads: 


“Such net income shall be ascertained by deducting from 
the gross amount of the income of such corporations 
received within the year all the ordinary and necessary 
expenses paid within the year in the maintenance and 
operation of its business,” etc. 


In other words, the income account should be prepared on 
the basis of cash receipts and disbursements notwithstanding 
the fact that a creature of the government itself—the interstate 
commerce commission—especially provides that the methods to 
be pursued by the railroads in ascertaining their income shall 
not be on this basis but on the basis of income accrued and 
expenses incurred. Yet it does not appear that it occurred to 
any of our representatives in passing the bill, or to the president 
in signing it, that there was any inconsistency. 


The point is that such inconsistency would have been apparent 
at once to a certified public accountant if he had had anything 
to do with drafting the bill. Moreover, the bill would have been 
logically arranged and so clearly presented as to render unnec- 
essary the flood of rulings by the commissioner of internal 
revenue. Numerous illustrations could be given of cases in 
which points of controversy could have been cleared by a public 
accountant, whose decisions in matters involving the proper 
classification of investments, assets and income would be con- 
sistent with the purposes of the profession which, in the dis- 
charge of its functions, deals only with conditions, facts and 
figures. It has no place for bias, perversions, fancies, or narrow 
and contracted viewpoints; on the contrary, it calls for breadth 
of vision, discretion, tact, and diplomacy. 
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In determining, therefore, the position which the cost of 
advertising should occupy in the financial statements of a 
present day business, the public accountant proceeds to a know- 
ledge of the facts and conditions under which the advertising was 
done and to consideration of the relation which those facts and 
conditions bear to the capital employed. Given these purposes 
and conditions of the advertising, together with the policy of the 
management of the undertaking, which facts are frequently 
difficult to ascertain, the correct classification of advertising as 
an asset or expense is not difficult to determine. 


Let us consider when, with propriety, advertising may be 
carried as an asset in the balance sheet of a going concern. 

It has many of the characteristics of ordinary commodities 
of trade. For instance, it may be bought and sold and it has 
a certain definite value aside from that of the material and 
physical labor of which it is composed. According to its appli- 
cation in such a case, as with other commodities, it may be justly 
considered as an asset. Advertising differs, however, from other 
commodities in that the benefits derived, being limited to the 
advertiser, cannot be dissociated from the particular thing or 
business advertised, and as such disposed of to another. In this 
respect it is identical with goodwill and confronts the same 
differences of opinion and policy as are held concerning the 
extent to which goodwill, patents and kindred things should be 
regarded as assets. However, if it can be shown that a going 
concern has something of real value in its good name and good- 
will, something that can be realized upon in any disposition of 
its business and upon which as an investment it is receiving 
satisfactory returns, there should be no objection to treating it 
as an asset. The same holds true of advertising. 

Again, such advertising as may be done for the purpose of 
bringing to the attention of the public some new business or 
branch of business, or some new or improved article, and has a 
direct effect in creating or increasing the goodwill of a business 
undertaking, may be considered as an asset. 

An individual, firm or company which has something new 
or of superior merit to dispose of should provide sufficient 
capital at the outset of the undertaking not only for plant and 
working materials, but for advertising, in order adequately to 


427 


[ 


The Journal of Accountancy 


acquaint the public with the merits of that which is to be sold. 
The amount so provided and spent might with all propriety be 
considered and carried in the balance sheet as an asset, and in 
any disposition of the business it would have a goodwill value 
depending upon the returns of the business. 

When, then, must advertising be considered as expense? 
Such advertising as may be done to maintain a normal distribu- 
tion, or to keep the name and nature of a business before the 
public, or for the purposes of calling attention to special tempo- 
rary prices of articles, although having some effect upon the 
goodwill of the business, should not require further capital and 
should be considered as an expense and provided for out of 
current operations. 

Take another instance, that of an old and established business, 
such, for example, as a mutual assurance association. Such an 
association would not be justified in or have any reason for 
carrying as an asset the expenditures it might make for adver- 
tising. As such it is not an asset which could be realized and 
distributed ; it has no place as goodwill value to the association 
whose business could not be sold; it is not a thing for which 
capital could be raised; hence it would not be practicable to 
consider it as an asset, but, conversely, an expense. 

Between the extremes, say, for illustration, of a newly 
started proprietary medicine business, the principal asset of 
which might be its advertising, and an old established mutual 
assurance association, with no asset of that nature, would fall 
all the other undertakings which depend upon advertising for 
marketing their products; and for the public accountant or any- 
one else to classify advertising as an asset or as an expense 
requires, as I have aimed to point out, a thorough analysis and 
definite understanding of the case in hand. 

In many cases, mainly for conservatism, the asset represented 
by advertising expenditure, goodwill, patents and kindred things 
is ultimately charged off and eliminated as an asset from the 
balance sheet, and like most things that are conservative this 
practice is commendable; but there is nc fixed rule governing 
such procedure, either as to when it shall be charged off or 
how much at a time. 

Whatever differences of opinion may arise over the question 
discussed, there is no shadow of doubt concerning the marvellous 
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power of advertising in whatsoever field it operates. In recog- 
nition of this I venture to repeat a suggestion which met with 
considerable interest when presented by me at the convention 
of Associated Advertising Clubs of America in 1911. I refer 
to the proper and adequate advertising, in a systematic and 
scientific manner, of the financial affairs of the corporations in 
which the public is interested directly as shareholders or indi- 
rectly through the influence of the corporations upon general 
business conditions. 

Advertising the financial affairs of corporations is of great 
public importance and advertising agents have a public duty in 
this connection that should be performed, the effects of which 
should be far reaching and of inestimable public benefit. 

In my experience as a public accountant, I have had to do 
with the financial affairs of practically all kinds of corporations, 
as well as with those of governments, states, and municipalities, 
and have come in more or less intimate contact with many of 
the various officers and managers of all of them. Based upon this 
experience I have formed my judgment of the general honesty 
of the management of corporations, and it is my opinion that 
full publicity of the affairs of corporations would be beneficial 
not only to the public but to the corporations themselves, inas- 
much as it would forestall investigations and actions brought 
about by public uneasiness. 

That the affairs of a business organization are of no concern 
to any one except those responsible for its creation and continu- 
ance is sound doctrine and may be applied to small affairs 
without detriment. In this country, however, corporations with 
large affairs have become the prey of politicians to such extent 
as seriously to retard progression because their financial affairs 
are not generally understood. If such affairs were made known 
in such manner as could not be misunderstood, the ufscrupulous, 
vote-attracting attacks of politicians would cease to mislead the 
voting masses. 

It is my belief that corporations would be willing to accept 
the counter-effect of publicity to meet or mitigate conditions with 
which they are now confronted. The cost of such publicity 
would be more than offset by the reduction in the expense of 
lobbying, defense against unjust legislation and blackmailing 
legislators. Moreover, such expenditures, now without question 
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charged to expense, would assume in the light of publicity costs 
the high value in some cases at least of an investment. 

Intelligently to canvass this class of business, an advertising 
man should be able not only to impress the managements with 
the desirability of such publicity, but he should have some knowl- 
edge of the form and amount of detail which his public will 
require, and with anything less than which it will not be satisfied. 
It is needless to say the public would have to be assured of the 
accuracy of the published figures. Undoubtedly an influence in 
attaining this end will be to include in all published reports 
certificates of reputable public accountants. 

The proposition divides itself into two essential elements: 

First, that dealing with capitalization which embraces all the 
fixed, liquid, floating and current assets on the one hand, and 
liabilities, both funded and current, on the other. In the prepa- 
ration of this information nothing should be hidden and all 
essential details given. 

Second, that dealing with the operations which relate to 
earnings or sales. Beginning with the total amount of such 
earnings or sales fully classified, there should be shown succes- 
sively the allowances thereon, the direct costs, consisting of 
labor, material and incidental expenses, the general expenses, the 
fixed charges for taxes, interest and similar charges, and finally 
the balance, if any available, and its application for extensions 
of the business, betterments, dividends, etc., and the remainder 
to be carried to the reserve, surplus and profit and loss accounts. 

These details need not, and indeed should not, disclose what 
are generally regarded as trade secrets—I mean by this, certain 
processes and trade affairs which from their nature should be 
kept secret and not disclosed to competitors and others. There 
should be uniformity of publicity for business of a like character. 

The daily press, including the popular newspapers, magazines 
and periodicals with large circulations are the natural mediums 
through which the knowledge of corporate affairs should reach 
the public. Such publicity would have a salutary influence 
upon the voting and investing public and furnish some relief to 
the unwarranted and unjust restrictions upon corporations. It 
would act as a restraint upon those corporations open to censure 
and would put in a fair light those corporations which are entitled 
to the credit for the great commercial development of this 
country. 
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I 
By F. J. Knoepret, C.P.A. 


The accountant largely associated with industrial establishments 
fully realizes that the customary balance sheet and profit and loss 
statement does not entirely satisfy the alert factory manager. In 
a great many instances the management feels that the accounting 
department is entirely fulfilling its natural function with its cus- 
tomary presentation, and does not impose upon it the task and 
responsibility of determining and presenting the causes which 
operated to bring about the final result of gross or net profit. 
That the management will appreciate a proper and intelligent 
grouping of reports, interpreting the final display of values, 
clearly showing the cost of energies lost, and indicating the shop 
conditions and tendencies, from an accounting viewpoint, is 
certain. 

If accountancy is to be developed to its full value as a 
most important factor in the development and control of indus- 
trial activities it is essential that the cost of plant operation be 
included as an integral part and not considered as a distinct 
branch to be entirely divorced from accounting. The accounting 
should reveal the losses due to the various factors incident to 
manufacture, prove or disprove the correctness of the determined 
costs and provide for a continual display of the progress of 
activities. Industrial accounting must aim in its presentation of 
facts to harmonize with the advanced and advancing science of 
management. 

It is not intended to deal with systems of stores, production 
or labor recording and control as to their detailed operation 
within the factory, or to treat of the philosophy of factory cost, 
except in a limited way, when warranted by apparent departure 
from accepted principles. The purpose is to treat of the pre- 
paration of pertinent data after such data have been accumulated 
in the cost department proper, in regard to presentation through 
significant reports, and the relation to the usual general 
accounting. 
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Sample forms are not presented, but rather a division of data 
is made, so as to set forth the requirements of a highly productive 
and properly organized industrial accounting system. All the 
data needed by the accounting department are presented, and the 
entries required and the transfer of data necessary in the most 
economical operation of industrial accounting presentation are 
outlined, so as to render this descriptive outline as comprehen- 
sive and valuable as a guidance as space will permit. 


The subject is presented under nineteen groups: 


Composition of wage payroll; 

Composition of salary payroll; 

Sub-division of non-productive or expense payroll ; 

Exhibit of labor and burden applied on production, 
betterments and maintenance; 

Consumption of factory supplies ; 

Incidental factory expense; 

Specific utilization of service cost; 

General utilization of service cost; 

Review of departmental accomplishment ; 

Significance of productivity ; 

Exhibit of total cost applied on production, better- 
ments and maintenance; 

Review of conditions and tendencies ; 

Exhibit of resources, liabilities, net investment and 
earnings ; 

Exhibit of applied cost on unfinished work on floors ; 

Exhibit of applied cost on partly completed work ; 

Review of completed contracts; 

Status of betterments ; 

Variation in material cost; 

Consumption of raw and prepared materials. 


Comparison is the only method of determining whether results 
are good or bad. But comparison for the purpose of intelligent 
guidance must be made against possible attainment and not based 
on average or best previous attainment. The comparison of one 
period as against some previous period is of little value and if 
not actually confusing at least leads to many faulty conclusions. 
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Comparison must answer the important question: What can be 
done, and what has been done? To determine what can be done 
means to standardize operations, conditions and organization. 

Standardization has been so strongly and successfully advo- 
cated and accomplished in factory organization that its exterision 
to cover cost of plant operation is quite logical and necessary. 
Variation in cost is always traceable to certain causes, and, 
although these fluctuations are not entirely or always preventable, 
they are controllable within certain limits; and a knowledge of 
the underlying causes is invaluable in shaping sales and produc- 
tion policies. Wide fluctuations are due to abnormal conditions. 
Under normal conditions cost should not fluctuate materially. An 
operation performed today should cost no more than the same 
operation performed last month. To depend upon a system of 
unit costing to show the variations is not satisfactory in most 
cases. The variation is of course brought to light, but in a widely 
scattered manner which cannot provide for an intelligent study 
of conditions. 

To know that a milling or drilling operation on 100 parts 
cost $68.40 at one time and $92.60 at another, and that previous 
low cost has been $65.20 and the average to date $78.70, indicates 
that the cost of $92.60 is “sky high.” The executive or manager 
may have certain excellent views as to the causes, but what he 
really wants is trustworthy information as to the exact cost of 
each element that influenced the increase in cost. However, it 
is impractical to impose upon the statistical branch of the organ- 
ization the task of determining and stating the exact composition 
of every increase in unit cost, and even if it were tolerated the 
executive would demand a summary of the data to render this 
information assimilative and understandable. Such a presenta- 
tion is possible without detailing the unit costs, by establishing 
standard operation costs throughout the plant, and by measuring 
the total standard cost for a given output on specific operations 
against the actual cost of such operations during the required 
period of time. Diverse production need not discourage such 
cost standardization. The manufacture of the most complex 
machinery is accomplished through the employment of a limited 
number of operations, as an uncountable volume of literature is 
produced from a twenty-six letter alphabet. 
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The cost department proper, especially in industries of an 
engineering character, should concern itself largely with the 
standard cost rates; and it naturally follows that the detailed 
estimates should exactly agree with the costs compiled on work 
completed—which further leads to the conclusion that in a large 
number of factories continued detailed costing is unnecessary. 

The following chart will clearly show what is intended and 
the underlying principle involved. 


OPERATIONS SERVICE 


COST 
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The solid horizontal lines indicate the standard cost for the 
actual output under various productive operations and service 
departments. The broken lines indicate the actual cost of the 
various productive operations and services. The shaded space 
between the broken and solid lines expresses the monetary value 
of the difference between the standard operating cost and the 
actual cost. 

Clearly the management is vitally interested in these varia- 
tions and it is most important to present the elements entering 
into such variations in a clear and comprehensive manner. If 
the accountant will concern himself with exhibiting the cost of 
the various causes, and if the management will devote itself to 


434 


te 
: 
L | Y 
| 
== 
| 
q 


Industrial Accounting 


a close study of this element of cost, the usual presentation of 
unit costs will be of minor importance, and in many factories 
of no vital interest. 

To substantiate this view allow me to quote from a recent 
article by C. E. Knoeppel which appeared in THE JoURNAL OF 
ACCOUNTANCY: 


So in manufacturing, the accidentals—and they are nothing else— 

should be credited to the job, not only that we may be fair to the worker 

not only that we may have an intelligent comparison of real, 

actual time against estimated time, not only that we may keep within 

proper limits the factors upon which estimate is based, and not the things 

which cannot be foreseen or controlled, but as a means of separating the 
inefficiency of the worker from that of the management. : 

This, therefore, establishes the practicability of taking out “of direct 
cost the accidentals and charging them to the expense of conducting the 
department. The very purpose of an accounting arrangement is to show 
weaknesses and faulty places. How can they be discovered when they 
are buried, as would be the case if charged to direct cost? 

The real trouble is this: the accountant looks upon the efficiency move- 
ment as a visionary, radical and revolutionary thing, full of inconsistencies, 
because it seems to violate all the principles of good accounting practice. 
The engineer views accounting as a theoretical, impractical exposition of 
facts and figures which are misleading, incorrect, as well as dangerous to 
use, and violating all the rules of good practical management. 

Both the accountant and engineer are concerned with one thing— 
reducing costs—for only through a reduction in costs can larger profits 
or increased margin of sales be expected. If, therefore, costs cannot be 
compiled on the kind of a basis that will not only reflect conditions as 
they actually exist, but for the enlargement of production and sales, the 
roe Fry in compiling them had better be turned to more productive 
channels 


In order to realize these ideals and avoid useless compilation 
the methods demand cost standardization. It must be established 
what operations should cost under normal conditions—the only 
true basis for determining the efficiency of results. 

The question is frequently raised as to the accountant’s ability 
to establish the standards. Not all accountants possess the ability, 
and not all engineers and practical shop men possess the necessary 
qualifications, without proper guidance and instruction. The 
accountant would hardly be expected to apply himself to the 
detailed determination of standard costs, but he should 
thoroughly understand the possibilities attaching to their proper 
use in a comprehensive report on the earnings of a business. 

In the following outline most of the classifications used are 
of a general nature, the few specific classifications being drawn 
from the peculiarities of the terra cotta industry. The terra 
cotta industry presents, in addition to the usual manufacturing 
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cost problems, the interesting feature of determining profit or 
loss on very large contracts, some of which easily tax 30 per cent. 
of the working capacity of the plant for a long period of time— 
as, for instance, the manufacturing of architectural terra cotta 
for an eighteen story 200’ x 200’ office building which may be 
under construction for two or more years. 

The work is shipped and invoiced as sections are completed, 
and it is of vast importance to determine the profit and loss on 
each section as close as possible, and when we approach the 
feature of a monthly profit and loss statement the subject becomes 
more interestingly involved. To lay aside the determination of 
the profit or loss on a contract until after the work has been 
entirely cleared up would render any periodical operating state- 
ment of small value and might be the cause of misleading con- 
clusions. 

Because this industry presents these peculiarities, which also 
attach to many industries, it has been drawn upon in the following 
presentation, but the outline is applicable, as a standard guidance, 
in the vast majority of factories. 


The grouped classifications do not follow in the order of 
importance, but are given as they might, in the majority of 
installations, require attention and development. 

Group A. Composition of wage payroll. 

Made up preferably in the payroll department, with the exception 
of class 8, reserved for accounting department. 


Arranged departmentally. 


(1) Number of men employed. 
(2) Man days worked, of ten hours. 
(3) Productive labor (wages), 
(a) Day work, 
(b) Piece work, 
(c) Bonus or premiums paid to labor, 
(d) Labor cost saving through bonus system, 
(e) Sum total of a, b, c, d. (to group I or G) 
(4) Non-productive labor, (wages) (to group I or G) 
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(5) Total hours worked, 

(a) Day work, 

(b) Piece work, 

(c) Sum total of a, b. 
(6) Average hourly rate, 

(a) Day work, 

(b) Piece work, 

(c) Average of a, b. 
(7) Ratio of piece work to total productive labor. 
(8) Liability insurance on labor (to group I or G). 
(9) General comment. 


Piece work classification would embrace all incentive payment 
systems, as straight piece work is, in the final analysis, a 100 per 
cent. bonus or premium plan. All incentive plans except those 
designed to reduce material waste. (as in the cutting of leather, 
etc.) are based upon the piece rate system, but formulated with 
the incorporation of at least two distinct ideas: that the worker 
be guaranteed a reasonable wage, and that the management is 
entitled to share in the worker’s savings through the increased 
efficiency made possible by bettering conditions and organization. 

Day work would embrace such productive work as has not 
been placed upon a task basis of predetermined possible accom- 
plishment. 

Classification 3d is intended to show the company’s saving in 
direct labor cost, and points out very clearly the departments 
making the greatest advance in this respect, and the actual value 
of the specific incentive plan to the company. Classification 7 
indicates the relative advance being made in the various depart- 
ments in installing incentive plans. 

The data will be used by the accounting department in apply- 
ing the proper liability insurance rates, and exhibiting the depart- 
mental liability insurance cost under classification 8, the sum 
total cost under this classification being the basis of a general 
ledger entry: 

Debit: Liability insurance charged (factory cost) 

Credit: Liability insurance accrued (liability) 

The accounting department will also make the following 
entries: 


437 


t 


The Journal of Accountancy 


Classification 3, e, debit: Productive labor (factory cost) 

Classification 4, debit: Non-productive labor (factory cost) 

Classification 3, d, credit: Saving through bonus (factory cost) 

3e, plus 4, minus 3d, credit: Accrued wages (liability) 

Saving through bonus account of course must be considered 
in the operating report or in the statement on earnings as nega- 
tive to productive labor account. 

The accounting department in preparing all the data for pre- 
sentation must transfer the departmental items appearing under 
classifications 3e, 4, and 7 to groups I or G. The transfer is 
made to I when incurred by a productive department, and to G 
when incurred by a non-productive or service department. 

It may be questioned as to why 3e is transferred and not 
merely the sum of 3a, and 3b, or the sum of 3a, 3b, and 3c. 
Under this outline it is assumed that burden is distributed or 
applied on the labor cost, as that method, because of its con- 
venience, appears in certain sections of the country to be most 
generally favored. While 3e represents a value greater than 
actually paid to labor, it still represents a more important value, 
and that is the standard value of the labor of production. It 
represents that element of the standard cost of product set up 
as a standard for the individual workman, and must be used in 
the final comparison unless we wish to distort the relative values 
in our subsequent groups. 


Group B. Composition of salary payroll. 
Usually made up complete in the accounting department. 
Arranged departmentally. 

(1) Supervision of productive labor, 

(2) Supervision of non-productive labor, 

(3) Shop organization salaries, 

(4) Administrative salaries, 

(5) Selling salaries, 

(6) Executive salaries. 
A further division of classifications 1, 2 and 3 is necessary under 
a sub-grouping : 

(la) Foremen, (to group I or G) 

(2a) Clerks, (to group I or G) 

(3a) Sum total of la, and 2a. 

(4a) Liability insurance on salaries (to group I or G). 
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The main value in presenting this group is obviously in its 
comparative statement of salary expense in the various depart- 
ments, affording the management an effective control over this 
element of expense. Presented as a separate unit it carries addi- 
tional force in curbing excessive departmental expansion, so 
frequently found in large organizations, where the heads of 
administrative departments are given wide latitude in managing 
their respective forces. 

Under classification 4a the accounting department, as in the 
previous group, applies the proper liability insurance rates, exhib- 
iting this phase of the liability insurance cost in each department, 
the sum total cost under this classification being the basis of a 
general ledger entry: 


Debit: Liability insurance charged (factory cost) 
Credit: Liability insurance accrued (liability) 
The liability insurance, if any is carried on classifications 4 and 
5 and 6, must also be determined for purpose of a general ledger 
entry: 
Classification 4, debit: Liability insurance charged 
(administration cost) 
Classification 5, debit: Liability insurance charged 
(selling cost) 
Classification 6, debit: Liability insurance charged 
(administration cost) 
4 plus 5 plus 6, credit: Liability insurance accrued 
(liability) 
Other general ledger entries necessary are: 
Classification 1 plus 2 debit: Shop salaries (factory cost) 
Classification 3 debit: Non-shop salaries (factory cost) 
Classification 4 debit: Office salaries (administration cost) 
Classification 5 debit: Selling salaries (selling cost) 
Classification 6 debit: Executive salaries 
(administration cost) 
Sum of 1, 2, 3, 4, 5, and 6 credit: Accrued salaries (liability) 
The accounting department in preparing all the data for 
presentation must transfer the departmental items appearing 
under classifications la, 2a, and 4a to group I or G. The transfer 
is made to I when incurred by a productive department, and to 
G when incurred by a non-productive or service department. 
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Group C. Sub-division of non-productive or expense payroll. 
Made up in the cost department. 
Arranged departmentally. 


(1) General work, (to group I or G) 

(2) Lost time, (to group I or G) 

(3) Total of 1 and 2 

(4) Remarks 

(5) Special work 

(6) Betterments (to group D) 

This grouping is necessary to the accounting department as 
presenting important data for incorporation under other groups 
and for purpose of general ledger entries. 

Classification 5, special work, is provided for such labor as is 
not chargeable to the regular operation of productive or non- 
productive or service departments or to shop or property better- 
ments or maintenance. The value appearing under this classi- 
fication must be sub-grouped to show the nature of the special 
work and be made the basis of a general ledger entry. 

Debit: (The proper accounts) 

Credit: Non-productive labor (factory cost) 


The accounting department in preparing all the data for 
presentation must transfer the items appearing under classifica- 
tions 1 and 2 to group I or G. The transfer will be made to 
group I when incurred by a productive department, and to G 
when incurred by a non-productive or service department. 

The sum total of classification 6 must be transferred and added 
to the value appearing under classification 10, group D. 

In many factories it may be found advisable to enlarge upon 
classification 1, so as to show more in detail the nature of the 
work; but in fairly large organizations the departmental divi- 
sions of the group will sufficiently indicate the nature of the work. 


The next paper will deal with: 

Group D. Exhibit of burden applied on production better- 
ments and maintenance. 

Group E. Consumption of factory supplies. 

Group F. Incidental factory expense. 

Group G. Specific utilization of service cost. 
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EDITORIAL 
What the Comptroller Would Save 


The comptroller of the currency recently announced that 
beginning June 1, 1916, national bank examiners would be 
instructed to make two reports of each examination—one report 
a confidential document for the information of the comptroller, 
the other a more or less public document which would be supplied 
gratis to the directors of the bank concerned. In announcing 
the change of practice the comptroller explained at some length 
the virtues of the plan. The explanation should not be lost. 

“For fifty years,” said the comptroller, John Skelton Wil- 
liams, “by the provisions of the national bank act, the national 
banks of the country have been subject to periodical examina- 
tions under the direction of the comptroller’s office, but the 
reports of the bank examiners have always been regarded as 
confidential documents, and no portion of the reports has ever 
been furnished to the examined banks. The examiner’s reports 
and the criticisms which they have contained have, however, 
always been the basis for admonitions and instructions from 
this office either through letters from the comptroller or person- 
ally and directly by the examiners. 

“Many banks in the past have asked for copies of these 
reports, but they have always been refused. This office has 
decided to furnish hereafter, beginning about the first of June, 
to each examined bank after an examination, a report of the 
bank’s condition as made to this office by the national bank 
examiners. These reports will set forth clearly and comprehen- 
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sively the actual condition of the bank as ascertained from its 
books and from statements to the examiners by its officers and 
from other available sources of information. In addition to the 
examiner’s main report, a copy of which will be furnished to the 
bank as above, the examiners will make to the comptroller’s office 
a supplementary report containing such confidential data and 
recommendations as circumstances may require. It is believed 
that the receipt by the boards of directors of national banks of 
these reports from the comptroller’s office twice a year will 
relieve many banks of a considerable expense to which they are 
now subject for periodical examinations by outside public 
accountants.” 


We have long entertained a profound respect for the wisdom 
and experience of the present incumbent of the comptroller’s 
office, and even in face of the self-evident absurdity of the fore- 
going official pronouncement we admit the force of the contention 
that banks should be able to learn something of the result of 
examination by national bank examiners. The change may serve 
to dispel a lingering doubt as to the value of the pro forma and 
extremely expeditious investigation which passes for an examina- 
tion in nine cases out of ten. At any rate it is well that banks 
should have whatever benefit there may be obtainable from this 
source. The bank pays the bill. It is reasonable, therefore, that 
the bank should have a chance to inspect what it has purchased. 

But what have public accountants done to Mr. Williams that 
he should wish to dispense with their services? Or has the 
comptroller had some unfortunate experience which leads him 
to rate the usefulness of the public accountant with the useful- 
ness of the national bank examiner? Something must be very 
much amiss in Mr. Williams’ experiences or his mental attitude. 

To anyone who is even remotely familiar with the national 
bank examination as usually conducted by agents of the treasury 
department the idea that such an examination is adequate will 
appear ridiculous. This does not imply any disparagement of 
the men who are entrusted with the task; many of them have 
some knowledge of what they should do, and considering that 
few of them are paid salaries commensurate with even moderate 
ability they are a fairly competent body of men. But what then? 
Can even a heaven-born genius make a complete investigation 


442 


ae 
1 
| 


Editorial 


of a bank’s condition, verify its assets and analyze its liabilities 
in the comparatively few hours which the national bank examiner 
can spare for each bank in his district? Let Mr. Williams take 
counsel with the bankers of the country as a whole and see what 
opinion they hold of the transient ceremony which passes for an 
examination when the national bank examiner makes his visit. 


In many of the large centers of business there is in addition 
to the national bank examination an investigation conducted by 
representatives of the local clearing houses. Why is this consid- 
ered necessary by the clearing house officers if the national bank 
examination is all-sufficient? 


But even the clearing house examination, although much more 
thorough than the national bank examiner’s inspection, is seldom 
complete ; and that is why so many of the great modern banking 
houses, which desire to stand well with the public and to make 
full exposition of their strength, call for the third kind of exami- 
nation and instruct their public accountants to go down to the 
very foundation of things and report upon every detail of the 
whole financial structure. The banks which do these things 
seldom fail, seldom lose the confidence of depositors, seldom show 
a change in condition other than a betterment. 


Now turn the other side of the picture to view. Let us see 
what may happen and all too frequently does happen when 
directors are negligent in their duty and rely upon the national 
bank examiner to detect any dangerous or actually criminal 
condition. A certain national bank in New England was 
systematically robbed; presumably, being a national bank, it was 
regularly examined by an agent of the treasury department—and 
yet it cost the directors nearly three hundred thousand dollars 
to make good the shortage which one thorough examination by 
a public accountant must have discovered when it was at its 
beginning. The judgment held that the directors were negligent 
and the amount of the decree against them was $282,043.02. 


This is one of a sort of economies that Mr. Williams’ plan 
may frequently effect—if bankers can be induced to believe in it. 
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Eloquent Advertisement 

From time to time it is the custom of THE JoURNAL OF 
AccounTANcy to set forth without embellishment—as if indeed 
embellishment were possible—some of the most impressive exam- 
ples of advertisement which emanate from persons describing 
themselves as public accountants. THE JOURNAL in general 
frowns upon the whole idea of professional advertising, but 
sometimes it seems to us that the advertiser is in the right. He 
helps the public to a just apprehension of his merits. 

A friend in Canada sends us a card of solicitation, received 
by one of his clients, which is noteworthy. Not only is the 
reference to “aliens’’ eminently happy—the whole thing is a 
pleasure. We reproduce the card, but with the customary respect 
for the authors’ modesty omit names and address. 


“Ours is the Chicago Way. 


“We neither worship The Bull (a he cow), nor follow him, 
nor throw him. We simply can him. 

“Consistently we say with plain directness, and uttering no 
boast, that you could advantageously use our recognized front 
rank ability as Accountants and Appraisers in the matter of 

“an Efficient Operating and Cost System. 

“We shall be glad to confer with you by appointment relative 

to our service in this matter. 


& 


“Public Accountants General 
= Brooklyn, N. Y. 
a “Our service is by principals only, not by 
a underpaid alien assistants.” 


Privileged Communications 


There is a difference of opinion as to the extent to which an 
accountant may regard as privileged the information which comes 
into his possession during the course of his professional labors. 
Many accountants apparently believe that, because the ethics of 
the profession require strict secrecy in all matters confided to 
them by clients, the legality of adherence to secrecy is thereby 
established; and it is no uncommon thing to hear complaints 
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because courts so frequently ignore this supposed sanctity and 
call upon accountants to divulge in evidence the facts which have 
been entrusted to them. 

The accountant, unfortunately, has not yet received even the 
recognition by courtesy which the courts have extended to medi- 
cine and the church. If an accountant has information which the 
court desires the accountant is generally called upon to impart it. 
In process of time, no doubt, as the truly professional character 
of an accountant’s services become better known the courts will 
give to accountancy the recognition of courtesy, but it is much 
to be doubted if there will be at any time such legal protection 
for the accountant as there is for the lawyer. Accountants do not 
make the laws. : 

In the meantime the accountant is placed in a somewhat 
awkward position. His ethical regard for his client’s interests 
demands secrecy. He cannot refuse to give evidence without 
rendering himself liable for contempt of court. The courts do 
not show any general inclination to assist matters by placing the 
accountant in the same category with the physician and the 
minister. 

In such circumstances the only course to pursue seems to be 
to protect the interests of the client up to the very point where 
contempt of court begins and thence onward to make known only 
what can be legally demanded by the bench. 
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AN ACT TO REPEAL ARTICLE LXXV-A OF THE CODE OF 
PUBLIC GENERAL LAWS OF MARYLAND, TITLE “PUBLIC 
ACCOUNTANT,” (BAGBY’S EDITION) AND RE-ENACT THE 
SAME WITH AMENDMENTS. 


(Approved April 11, 1916) 


Section 1. Be it enacted by the General Assembly of Maryland, that 
article 75A of the code of public general laws of Maryland, (Bagby’s 
edition), title “Public Accountant,” be, and the same is hereby repealed 
and re-enacted with amendments to read as follows: 


Section 1. Be it enacted by the General Assembly of Maryland, that 
any citizen of the. United States, or person who has duly declared his 
intention of becoming such citizen, residing or having a place for the 
regular transaction of business in the state of Maryland, being over the 
age of twenty-one years, and of good moral character, and who shall 
have received from the governor of the state of Maryland a certificate 
of his qualification to practise as a certified public accountant, as herein- 
after provided, shall be styled and known as a certified public accountant, 
and no other person shall assume such title, or use the abbreviation 
“C.P.A.” or any other words, letters or figures to indicate that the person 
so using the same is such certified public accountant. 

Section 2. The governor shall, within sixty days after the enactment 
of this article, appoint a board of five examiners for the examination of 
persons applying for certificates thereunder, who shall hold office until 
their successors are appointed and qualify, three of said examiners shall 
he certified public accountants, to be selected by the governor from resi- 
dent certified public accountants of this state, one of which said three 
examiners shall hold office for the term of one year. one for the term of 
two vears, and one for the term of three vears, and unon the expiration 
of the term of each examiner, and of each succeeding term. an examiner 
shall he appointed by the governor for the term of three years. selected 
hv the governor from resident certified public accountants of this state. 
The other two memhers of said board of examiners shall consist of one 
attarnev-at-law, (who is not olsen a certified nuhlic accountant.) residine, 
practising and in good standing in the courts of the state of Marvland. 
and the other an economist. a resident of the state of Marvland. anpointed 
from a list of three names submitted hy the president of the Tohns 
Hopkins universitv of Baltimore city, each of whom shall hold office for 
the term of two vears, and upon the exniration of each of said terms. and 
each succedinge term, their successors shall he annointed for a like term. 
such successors to be practising attornevs and economists as hereinhefore 
provided: and in event of a vacancy occurring in said board. the covernor 
shall in like manner appoint such analified person or persons to fill out 
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the unexpired term or terms created by such vacancy or vacancies. The 
governor may remove any member of the board for a sufficient cause, 
provided written notice containing charges and specifications shall have 
been given to said member and after he has had a reasonable opportunity 
for a hearing thereon. 

Section 3. Examinations of persons applying for certificates under 
this article as to their proficiency in the theory of accounts, practical 
accounting, auditing, commercial law, and principles of economics, shall 
be held at least once every year, and be conducted according to such rules 
and regulations as the said board of examiners may adopt for the pur- 
pose. The questions propounded at said examinations shall be submitted 
to the entire board before being adopted, and shall be certified by the 
said board as a reasonable and fair test of the candidate’s qualifications, 
and also that said questions are reasonably susceptible of answer or solu- 
tion in the time allowed. Each subject shall be marked separately, and 
every applicant shall be required to obtain a mark of seventy-five (75) 
per cent. in each subject upon which he is examined. The examination 
papers shall be preserved for ninety days after each applicant shall have 
been informed of his marks, and every person taking said examination 
shall be entitled to notice of his mark in each subject and shall have 
access to his examination papers during said time upon application to the 
board. If any such applicant is a member of the bar of the state of 
Maryland in good standing at the time of the taking of such examination, 
he shall be deemed to have absolved the requirements of an examination 
on the subject of commercial law. If any applicant shall have failed to 
pass said examination, but shall have met the requirements of this act 
in any three or more of the subjects aforesaid, he shall be excused from 
subsequent examination in those subjects. All persons who shall pass 
said examinations shall be recommended by the board to the governor, 
and to all such persons the governor shall issue the certificate mentioned 
in the first section of this article. Any candidate who may be declared 
by the board of examiners not to have passed said examination may, 
within thirty days after receiving notice of his marks, make application to 
any court of competent jurisdiction in the city of Baltimore for a writ 
of mandamus, and if said court after due hearing thereon shall be of the 
opinion that said complainant has passed said examination, the court may 
issue its writ of mandamus directing said board to certify that fact to the 
governor; or, if the court shall be of the opinion that said examination 
has not been so conducted as to constitute a fair test of the candidate’s 
qualifications by reason of the character of questions asked, or the time 
allowed for the solution of the same or otherwise, the court may issue its 
writ of mandamus directing said board to hold an immediate re-examina- 
tion of said applicant and others in like situation without further cost 
to them. 

Section 4. The board of examiners shall charge for examination and 
certificate, such fee, not to exceed twenty-five dollars ($25.00), as may be 
necessary to meet the actual expenses of such examination and issuing 
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cf such certificate, and shall report annually the receipts and expenses 
under the provisions of this article to the state comptroller, and the 
surplus, if any, of receipts over expenses, after retaining the sum of two 
hundred dollars ($200) for such disposition as the board may deem proper, 
shall be paid into the state treasury. The governor may revoke any cer- 
tificates issued under the provisions of this article, or any previously 
existing law, for a sufficient cause; provided written notice shall have 
been given to the holder thereof, and after he has had a reasonable oppor- 
tunity for a hearing thereon. 


Section 5. No applicant for examination under this article shall be 
qualified for the same unless such applicant shall submit to the board of 
examiners satisfactory evidence of possessing a high school education, or 
its equivalent; nor shall any person be eligible to said examination unless 
he shall have graduated from a school of accountancy, having at least 
a two years’ course, or unless he shall have served continuously, without 
interruption, for at least one year as an assistant to or in the employ of a 
certified public accountant; or unless he shall have been practising as a 
public accountant for at least two years. This section shall not 
apply at any examination held under this law to any person who, prior 
to January 1, 1916, shall have applied for permission, and shall have been 
permitted to take an examination under the law hereby amended, nor to 
any person who is now a graduate of or who has been enrolled as a 
student prior to January 1, 1916, in any school of accountancy, provided 
that said person shall register with the board on or before July 1, 1916. 

Section 6. Any citizen of the United States or person who has declared 
his intention of becoming such citizen, over the age of twenty-one years, 
who holds a valid and unrevoked certificate as a certified public accountant, 
or the equivalent thereof, issued by or under the authority of any state of 
the United States or the District of Columbia or any territory of the 
United States or by or under the authority of a foreign nation, showing 
that the holder thereof has complied with the laws of such state, district, 
territory or nation, who desires to practise the profession of accountancy 
in the state of Maryland, shall present such certificate or its equivalent 
to the board of examiners of certified public accountants of this state, 
accompanied by a written application in form to be prescribed by the said 
board, with such information as said board may require as to the character 
and qualification of such applicant, and shall pay the said board the fee 
usually charged for examinations, and if the said board shall be satisfied 
that the standing of the said applicant and the requirements for a cer- 
tificate as a certified public accountant of the state, district, territory, or 
nation issuing the same are substantially equivalent to those established by 
the laws of this state, the said board may, in its discretion, register said 
certificate in a book to be provided by the said board for said purposes, 
and shall recommend to the governor the issuance to such applicant of a 
special certificate of registration designating the state, district, territory 
or nation issuing the original certificate to said applicant, which special 
certificate of registration, when issued by the governor, shall entitle the 
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holder to practise as such certified public accountant and use the abbrevia- 
tion “C.P.A.” in this state; provided, however, that no such special cer- 
tificate shall be issued unless the state, district, territory or nation issuing 
the original certificate extends similar privileges to the certified public 
accountants of the state of Maryland. 

Section 7. Any person who shall violate any of the provisions of this 
article shall be deemed guilty of a misdemeanor, and upon conviction 
thereof in any court having criminal jurisdiction, shall be fined not less 
than fifty dollars, nor more than two hundred dollars, or be confined not 
more than six months in the county jail, or if the conviction takes place 
in Baltimore city, in the Baltimore city jail, in the discretion of the court. 

Section 8. Nothing in this act shall be taken or construed in any 
way to invalidate or otherwise affect any certificate held by any person 
issued under the authority of any previously existing law, and which 
certificate shall be in force and effect at the date of the passage of this 
act. 

Sec. 2. And be it further enacted, that this act shall take effect on 


June 1, 1916. 


Connecticut Society of Certified Public Accountants 

At the regular annual meeting of the Connecticut Society of Certified 
Public Accountants, held at New Haven April 12, 1916, the following were 
elected: President, John Starkweather; vice-president, William P. 
Landon; secretary and treasurer, Frederick W. Child; members of board 
of governors for two years, Joseph S. Austin and John Starkweather ; 
for one year, Frederick W. Child and Charles C. Wilson; delegate to 
convention of American Association of Public Accountants, George L. 
Vannais. 


New York State Society of Certified Public Accountants 

At the annual meeting of the New York State Society of Certified 
Public Accountants, May 8, 1916, the following officers were elected: 
President, Hamilton S. Corwin; first vice-president, J. Lee Nicholson; 
second vice-president, W. Sanders Davies; secretary, James F. Farrell; 
treasurer, David E. Boyce; directors, Edward L. Suffern, Howard B. 
Cook, George W. Myer, Jr., William H. West, John R. Sparrow and 
Homer S. Pace. 


Pennsylvania Institute of Certified Public Accountants 
At the annual meeting of the Pennsylvania Institute of Certified Public 
Accountants on April 17, 1916, the following officers were elected: Presi- 
dent, Herbert G. Stockwell; vice-president, George Wilkinson; secretary, 
Horace P. Griffith; treasurer, W. W. Sterrett. 


State Board of Public Accountants of New Jersey 


Edwin G. Woodling, C.P.A., of Cranford, has been reappointed to the 
state board of public accountants of New Jersey. . 
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Income Tax Department 
Epirep sy Joun B. Niven, C. P. A. ; 


The treasury decisions appearing in this copy of THE JOURNAL OF 
AccouNTANCY call only for brief comment. 

T. D. 2320 contains the decision of the United States circuit court of 
appeals on a case under the corporation special excise tax law of 1909. 
The plaintiff is a banking company which raised the action to recover taxes 
paid, assessed on its net income for 1909, 1910, 1911 and 1912. It appears 
that the plaintiff's principal business consisted of the sale of its own 
obligations secured by mortgages on real estate and of the obligations 
obtained by the plaintiff from borrowers, which it guaranteed as to both 
principal and interest and sold to purchasers. The case rested on the 
question whether the interest paid should be considered as interest upon 
money deposited or as interest on bonded and other indebtedness. 

The court seemed to have no difficulty in deciding that it belonged to 
the latter category, and, accordingly, that the limitation on the amount of 
that class of interest to be used in arriving at the net income of the com- 
pany applied to the interest paid by the plaintiff. 

T. D. 2324 provides for a further extension of the effective date of 
withholding at source from income paid to non-resident aliens from 
corporate obligations to July 1, 1916. It will be remembered that this 
class of income was first brought under the provisions of the income tax 
law by T. D. 2313 of March 21, 1916. 

T. D. 2325 prescribes the certificates to be used in carrying out the 
provisions of T. D. 2313. It is provided that foreign firms and corpora- 
tions acting for themselves use the forms at present in use by domestic 
firms and corporations. In these forms it is declared that the firm or 
corporation is the owner of the investments from which the income is 
derived and that under the provisions of the income tax law and regula- 
tions said income is exempt from having the tax withheld at the source. 
It would seem therefore that, as the withholding provisions of the law 
are not to be, and probably cannot, by the express terms of the law itself, 
be applied to the income of foreign firms and corporations, the tax to 
be assessed on these organizations, if any, will be upon the basis of 
information supplied direct by them. The likelihood that such informa- 
tion will be volunteered is so slight that it probably will be found that 
the department had never intended to include these organizations in the 
class designated as non-resident aliens in recent rulings. 

The withholding provisions of the law, however, are applied to non- 
resident aliens, “individuals and fiduciaries,” and forms are prescribed for 
use in the circumstances. It is not proposed to extend to such persons the 
benefit of the statutory exemption of $3,000 or $4,000 allowed under the 
law, so that the normal tax will be deducted on the total amount of the 
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income in all cases in which the forms now prescribed are filed, irre- 
spective of the amount of income to be collected. In this way the whole 
liability for the normal tax will be discharged at the source and leave 
only the additional tax, payable on such income, if any, to be assessed 
and collected subsequently. The department has not intimated how it is 
proposed that this should be done, but no doubt the point will be dealt 
with by regulation in the near future. 

The answers given to certain queries which recently have been addressed 
to this department may be of interest to some readers and their terms are 
stated below: 

Query No. 1 


Two manufacturing concerns organized a third company, which we 
call the Selling Co., to handle certain portions of the output of the 
factories. The Selling Co. was organized at $10,000.00, the factories taking 
the stock, one-half each, which they carried on their books as an invest- 
ment in stocks and bonds. 

The Selling Co. purchased direct from the factories and sold to its own 
customers, maintaining a complete organization, having its operating ex- 
penses and income from profit from sales. At the end of each year the 
Selling Co.’s books were regularly closed, with the result that each year’s 
operations showed a loss. 

The factories owning the stock took notice of the loss and each year 
wrote off the investment account, making its holdings agree with the book 
value of the Selling Co’s. stock. 

The point that I would like to have your opinion on is whether or not 
the factories are entitled in making their income tax returns to claim a 
deduction for the same. 

If it is your opinion that they are not, will you kindly refer us to the 
decision regulating this? 


Answer: 


While the treasury department does not seem to have dealt specifically 
with the case of a holding company taking up on its books the operating 
losses of its subsidiary, it has ruled on the more common case of a 
holding company taking up on its books the net earnings of its sub- 
sidiary. In treasury decision No. 2137 it is stated: 


In a case wherein a holding company actually takes up each month on 
its books its proportionate share of the earnings of the underlying com- 
panies, such holding company will be required to include in its gross 
income the amounts thus. taken up regardless of the fact that the same 
may not have been actually paid to it in cash. The fact that the underly- 
ing companies credit to the holding company the amount of earnings to 
which it is entitled on the basis of the stock it holds, together with the 
fact that the holding company takes up on its books the amount thus 
credited, renders its incumbent upon the holding company to return these 
amounts as income, regardless of the fact that the underlying com- 
panies needed these earnings and used them in making extensions and im- 
provements and in furtherance of their business. 

Expenditures for such extensions and improvements being chargeable 
to the property account of the subsidiary companies are not deductible 
from the gross income and will therefore not have the effect to reduce 
the. soguinas to their respective shares to which the stockholders are 
entitled. 
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If the result of the operations of the subsidiary company taken up 
on the books of the holding company requires to be reflected in its income 
tax return when it is represented by a profit, it must be assumed that the 
department expected the rule to apply both ways and that, when the result 
happened to be a loss, the amount thereof also should be reflected in 
the return of net income of the holding company if taken up on its books. 

If this reading of the regulations be the correct one, then it would 
seem that the factories referred to would be entitled to deduct the loss 
of the selling company, provided the loss had been taken up on its books 
in the manner required by the regulations. 

A perusal of the regulation just quoted indicates that it is assumed 
that the subsidiary company will transfer the net earnings by crediting 
the holding company with the amount and that the holding company will 
take the same amount up on its books by charging the subsidiary and 
crediting its income account. In the case stated this procedure has not 
been altogether adhered to. 

It would appear that the selling company is carrying the accumulated 
losses on the operations in a deficit account which therefore measures the 
reduction of the invested capital. In the same way the factories have not 
taken up loss as a direct operating charge but only as the measure of the 
depreciation of their invested capital in the selling company. As you know 
the regulations do not allow as a deduction for income tax purposes the 
amount by which an investment is written down; and the question resolves 
itself into one as to whether the item recorded in the books of the 
factories is covered by T. D. 2137, before referred to, or whether it is 
merely a depreciation charge. 

While probably there is no doubt that the item in question in the last 
analysis is merely an addition to the selling expenses of the factories, it 
is nevertheless probable that by using the item for the purpose of reducing 
the value of an investment, the department will consider the books as they 
stand and not allow the amount to be used as an expense item. 


Query No. 2 


Since having become a subscriber to THE JouRNAL oF ACCOUNTANCY we 
notice that you have a regular department in which you answer inquiries 
pertaining to the subject of accountancy and the income tax and its appli- 
cations. We have a matter in hand which we would like very much to get 
your opinion on, and wiil give you the following as an example of our 
predicament. 

The business has fixed assets which represent real estate, factory build- 
ing and machinery amounting to $200,000.00. The factory building and 
the machinery are very old and have been carried on the books at their 
original value. An appraisement is made with the intention of bringing 
these assets to their present valuation and it is the intention or the desire 
of the management to show an increase in the valuation of at least 
$50,000.00 on the theory that there has been a constant appreciation in 
values because of heavy repairs, replacements and improvements that have 
been made from year to year, and charged as operating expense. 

The question is this: What effect, if any, would this have on the income 
tax that we pay? 

Will you please give us a brief opinion on the problem? 
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Answer: 

I take it that no charge for depreciation in respect of the buildings 
and machinery has ever been made on the books, and that the value is 
still stated at the original cost. I further assume that the appraisal 
referred to is one only of the factory buildings and machinery and that 
it has no element of unearned increment in respect of the real estate 
included therein. 

On the basis indicated, it would seem that in so far as the amounts 
charged as repairs in the income account did exceed the amount of the 
“incidental repairs which neither added to the value of the property nor 
appreciably prolonged its life but kept it in an operating condition only” 
(article 131 of regulations 33) they represented additions and extensions 
of the property and were primarily capital investments. 

I have been unable to find in the treasury regulations any provisions 
as to how the restoration of such items to the income account should be 
dealt with in the income tax return of the company, but articles 132 
and 133 of regulations 33 dealing with the return of a depreciation charge 
state: 

Depreciation set up on the books and deducted from gross income 
cannot be used for any purpose other than making good the loss sustained 
by reason of the wear and tear, exhaustion or obsolescence of the property 
with respect to which it was claimed. If it develops that an amount has 


been reserved or deducted in excess of the loss by depreciation, the 
excess shall be restored to income and so accounted for. 


If any portion of the depreciation set up is diverted to any purpose 
other than making good the loss sustained by reason of depreciation, the 
income account for the year in which such diversion takes place must be 
correspondingly increased. 

Assuming for the moment that the return to the income account of an 
erroneous charge falls within the same category as a diverted deprecia- 
tion charge, it will be observed that the amount is required to be credited 
to the income account for the year in which the diversion takes place. 
The adoption of such a method in the case cited would of course have the 
effect of requiring the company to disclose in its income tax return the 
amount only of such payments on account of additions and extensions as 
had actually been charged to the income account since the inception of 
the corporation tax law, January 1, 1909. 

On the other hand I am doubtful if the treasury department will allow 
the item to be pro-rated in this way; and, except in such cases as are 
specificially provided for under the law, I am inclined to think that it 
will insist that the income tax return be based upon the income account 
of the company as it actually appears in the records and, further, will 
resist any attempt to analyze the several items of which it is made up for 
the purpose of apportionment between the period prior to the inception 
of the tax and the period subsequent thereto. As is known, the depart- 
ment has debarred such an analysis in the case of dividends. It seems, 
however, to be a condition which has still to be provided for under the 
treasury department regulations. 


453 


The Journal of Accountancy 


Query No. 3 
At the close of the year 1914 the bookkeeper made an entry 
Estimated profit on unfilled contract......... 


After closing the books a balance of only $6000 remained on the credit 
side of profit and loss (Dec. 31, 1914). 
The accounting firm in preparing its statements for the ou A91s 
reversed the original entry (no surplus account being carried) viz. 
To estimated profit unfilled contracts. $20,000 
Is this $20,000 deductible on the income tax Teport for the year 1915, 
and if so how would it be handled? 


Answer: 

As I understand the position, the corporation sustained a loss of $14,000 
in respect cf its ordinary completed business for the year 1914; that this 
loss was converted into a profit of $6,000 when the estimated profits on 
uncompleted contracts were credited at the end of the year; that the 
profits credited were based on sound conservative estimates of work com- 
pleted; that the entry was made in conformity with the usual practice 
of the corporation; and that the actual profits earned on such of these 
contracts as had been completed were, under deduction of the previous 
estimate, credited during 1915. If the circumstrances are as stated, I am 
inclined to think that the deduction from the gross income of 1915 of the 
amount of estimated profits included in the 1914 income would be a proper 
one. 

None of the regulations issued by the treasury department seems to 
have much bearing on the point, and it would therefore appear that the 
taxpayer can only apply the principles employed by the department in the 
administration of the law in connection with cases of a similar nature and 
use his best judgment in their application to his particular case. 

In T. D. 2161 the practice of delaying the inclusion of any profit on a 
contract until it is finally completed is discussed and favorably passed on. 
It declares that, “in the case of a large contracting company, which has 
numerous uncompleted contracts which probably, in some cases, run for 
periods of several years, there does not appear to be any objection to such 
corporation preparing its return in such manner that its gross income will 
be arrived at on the basis of completed work—that is to say, on jobs 
which have been finally completed and payments made during the year in 
which the return is made. If the gross income is arrived at in this method, 
the deductions from gross income should be limited to the expenditures 
made on account of such completed contracts.” 


On the subject of the bookkeeping methods to be used, the same T. D. 
provides that “as this office requires no special system of bookkeeping, 
neither does it require any specific method by which the net income to 
be returned by corporations shall be determined.” In articles 182 and 183 
of regulation 33 it is provided: 


No particular system of bookkeeping or accounting will be required 
by the department. However, the business transacted by corporations 
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must be so recorded that each and every item set forth in the return of 
annual net income may be readily verified by an examination of the books 
of account. 

The books of a corporation are assumed to reflect the facts as to its 
earnings, income, etc. Hence they will be taken as the best guide in 
determining the net income upon which the tax imposed by this act is 
calculated. Except as the same may be modified by the provisions of 
the law, wherein certain deductions are limited, the net income disclosed by 
the books and verified by the annual balance sheet or the annual report 
to stockholders should be the same as that returned for taxation. 


It is gathered, therefore, from these regulations that a corporation is 
allowed considerable latitude in the method it may adopt in determining 
the returnable income one year with another, provided, it is presumed, that 
the method adopted is in conformity with its usual practice, is sanctioned 
by good business management and is customary in the particular business 
concerned. On the other hand, if a corporation should record entries 
which had no basis in fact and were made solely for the purpose of 
reducing the liability of the corporation for tax, there is no question that 
such a procedure would not be permitted. If, in the case stated, it were 
not ascertainable with some degree of certainty that profits had been 
earned during 1914, and, on the contrary, it rather appeared that the 
corporation was really utilizing a loss sustained in a previous year to 
reduce the profits earned in the subsequent year, then I think the $20,000 
would not be allowed as a deduction for income tax purposes in 1915. 

If the item be held to be an allowable deduction, it would seem to me 
to fall to be deducted from the gross earnings for 1915, the net figure 
resulting being used as the income from operations for the purposes of 
the income tax return. 


TREASURY RULINGS 
(T. D. 2320, April 15, 1916.) 


Special excise tax on corporations—Decision of court. 


1. THe BusINEss OF THE COMPANY. 

The Middlesex Banking Co. under its charter had the powers of a 
safe-deposit company, of a bank of deposit, and of a company to sell 
securities, but its principal business was the sale of securities. 

2. INTEREST ON DEBENTURE Bonps. 

The company is not allowed as a deduction amounts paid as interest 
to purchasers of evidences of indebtedness issued by it termed “de- 
benture bonds.” 

3. INTEREST ON GUARANTEED REAL ESTATE SECURITIES. 

Amount paid to purchasers of notes and bonds secured by mortgages 
on real estate made in plaintiff’s favor and sold and assigned to investors 
with its guaranty not allowed as a deduction. 

4. INTEREST. 
The interest in question is not an expense of business. 
5. JuDGMENT AFFIRMED. 
Prin judgment of the United States district court (221 Fed., 86) is 
affirmed. 
The appended decision of the United States circuit court of appeals for 
the second circuit in the case of the Middlesex Banking Co. v. Robert O. 
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Eaton, collector of internal revenue, is published for the information of 
internal-revenue officers and others concerned. 


Unirep States Circurr Court or APPEALS FOR THE SECOND CIRCUIT 


Middlesex Banking Company, plaintiff in error (plaintiff below), v. Robert 
O. Eaton, collector of internal revenue, defendant in error 
(defendant below). 


F -crmaas Coxe and Ward, circuit judges, and Leonard Hand, district 
judge. 

Ward, Circuit Judge: This is an action at law by the plaintiffs to 
recover of the defendant, United States collector of internal revenue for 
the district of Connecticut, taxes paid by it under protest to him, assessed 
on its net income for the years 1909, 1910, 1911 and 1912 under section 38 
of the act of August 5, 1909. The case was tried before Judge Thomas 
without a jury and he entered a judgment in favor of the defendant, to 
which this writ of error is taken. 

The plaintiff was incorporated in 1872 as the Middlesex Trust Co., 
under a charter giving it the franchises of a bank, trust company and 
safe-deposit company. 

In 1874 the power to receive fiduciary or trust funds and to act as 
guardian of the property of minors was repealed and the power to take 
securities for loans authorized by the charter and to sell and guarantee 
payment of the same was conferred. 

In 1875 the name was changed to the Middlesex Banking Co. 

In 1889 the charter was amended by repealing the power to act in a 
fiduciary capacity as a trust company and its powers were defined as 
follows: 

The corporation hereby created shall have power to receive on deposit 
or in custody for safe keeping bonds, plate, jewelry, stocks, and other 
valuable property upon such terms and for such compensation as may be 
agreed upon by the said corporation and by the depositors of any such 
property aforesaid; to receive money on deposit and to allow and pay 
interest on said money, and to loan the same at interest; to borrow money 
and issue its obligations, negotiable or otherwise, therefor, in which obliga- 
tions, if secured by first liens upon real estate worth at least double the 
face thereof, holders of trust funds may invest such funds. 

This gives the company the powers of a safe-deposit company, of a 
bank of deposit and of a company to sell securities. 

Practically the whole of the business done by the plaintiff during the 
years in question was the sale of its own obligations, called “debenture 
bonds,” secured by mortgages on property in the south and west, deposited 
with the Columbia Trust Co. as trustee for the bondholders, and of the 
obligations of borrowers to the plaintiff, secured by mortgages, which, 
accompanied by its own interest coupons for a less rate of interest than it 
receives from the borrowers, it guarantees as to both principal and interest 
and sells to purchasers. These latter are called “guaranteed real estate 
securities.” Both these forms of securities the plaintiff sells throughout 
the east by means of agents, and its profit in each case is represented by 
the difference between the rate of interest it receives from its southern 
and western borrowers and the interest which it pays to the eastern pur- 
chasers of the obligations. 


The company’s gross income for the four years in question was: 
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And it claims the right to deduct therefrom interest paid on its de- 
benture bonds and guaranteed real estate securities as follows: 


$240,819.47 
241,497.20 


The theory is that the plaintiff is a bank or banking association, and 
that the interest in question is paid upon money deposited with it as such 
and is deductible under the provisions of subdivision 3 of paragraph 2 
of section 38 of the act of 1909 (36 Stat. L., p. 112). Section 38 reads: 

That every corporation, joint-stock company or association, organized 
for profit oj having a capital stock represented by shares, * * * now 
or hereafter organized under the laws of the United States or of any 
state or territory of the United States, or under the acts of congress 
applicable to Alaska or the District of Columbia, * * * shall be sub- 
ject to pay annually a special excise tax with respect to the carrying on 
or doing business by such corporation, joint stock-company or association 
* * * equivalent to 1 per centum upon the entire net income over and 
above $5,000 received by it from all sources during such year, exclusive 
of amounts received by it as dividends upon stock of other corporations, 
joint-stock companies or associations, * * * subject to the tax hereby 
imposed; * * *, 

Second. Such net income shall be ascertained by deducting from the 
gross amount of the income of such corporation, joint-stock company or 
association; * * * received within the year from all sources (first) 
all the ordinary and necessary expenses actually paid within the year out of 
income in the maintenance and operation of its business and properties, 
* * * (second) all losses actually sustained within the year and not 
compensated by insurance or otherwise, * * * (third) interest actually 
paid within the year on its bonded or other indebtedness not exceeding 
the paid-up capital stock of such corporation, joint-stock company or 
association, * * * outstanding at the close of the year, and in the case 
of a bank, banking association or trust company, all interest actually 
paid by it within the year on deposits; * * *. 

Without stopping to analyze the charter powers of the plaintiff and to 
determine whether it is or is not a bank or banking association and, whether, 
if so, it has not also other and different powers, we think it perfectly clear 
that the interest in question is not interest upon money deposited with it, 
but is interest paid on its own obligations or on the obligations of others 
guaranteed by it which it has sold to the investing public. The purchase 
price is no more money deposited with the plaintiff at interest than is 
money paid to a railroad company for the purchase of its bonds. The 
transaction is not a banking transaction at all like the giving of a pass 
book or a certificate of deposit to a depositor, but a business of selling 
securities to investors. Selden v. Equitable Trust Co. (94 U. S., 419). 
We attach no importance to the contention that, even if the foregoing be 
true, still the interest in question is deductible as an ordinary and necessary 
expense actually paid out of the income in the maintenance and operation 
of the business provided for under the first subdivision of paragraph 2, be- 
cause the whole subject of the deduction of interest is specifically regulated 
in subdivision 3. The judgment is affirmed. 


(T. D. 2324, April 24, 1916.) 
Income tax. 


Extension of the effective date of withholding at source from income paid 
to non-resident aliens from corporate obligations. 

The provisions of T. D. 2313 of March 21, 1916, relative to withholding 

the normal tax of 1 per cent. at the source from income paid to non- 
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resident aliens from corporate obligations will be held effective as of 
July 1, 1916, and the first paragraph of T. D. 2317 of April 4, 1916, is 
hereby amended accordingly. 


(T. D. 2325, April 24, 1916.) 
Income tax. 
Certificates for making effective the provisions of T. D. 2313 of March 
21, 1916. 

For making effective the provisions of T. D. 2313 of March 21, 1916, 
there are hereby provided and prescribed for use on and after July 1, 1916, 
two certificates, to be known as form 1004, revised, and form 1071, revised. 

Foreign firms and corporations acting for themselves will use form 
1001, revised, and form 1063, as provided by T. D. 1976 and T. D. 1998 
for domestic firms and corporations. 

Non-resident aliens, individuals and fiduciaries will use form 1004, 
revised, herein prescribed; and this form may also be used by recognized 
banks, bankers, etc., who may be authorized to act for said non-resident 
alien owners of bonds of United States corporations. 

Certificate form 1004, revised will be printed on white paper in the 
form that follows: 


Form Ownership Certificate-NON-RESIDENT ALIENS. 
1004. 


Revised. |}(To be furnished with coupons detached from bonds or other obligations 
——— owned by citizens or subjects (including fiduciaries) of foreign countries 


and who are not residents of the United States.) 


(Give name of debtor.) 


(Full description of bonds, giving name of issue and interest rate.) 


19]... Amount of coupon or registered interest, $~..... 


(Date of maturity of interest.) 


I declare that I am a non-resident alien as to the United 
States, and that I am the owner of the above-described bonds 
from which were detached the accompanying coupons, or from 
which I am entitled to the above-described registered interest, 
and that all of the information as given in this certificate is true 
and correct. 


Date, , 191... 


*Note 1.—To be filled in only 
when duly authorized agent executes ? 
this certificate for owner, in which (Usual business signature of owner 
case the name and address of owner of bonds. 
must be given, and collecting agent 
first receiving certificate must stamp - 
across face “Satisfied as to indentity (Full post-office address of owner.) 
and responsibility of agent” (giving 
name and address of collecting 
agent). “Sa * By , Agent. 

Note 2.—If securities are owned 
jointly by several persons, one may 
sign, and the names, addresses, and 
proportion of ownership of each in- (Usual business signature of agent 
dorsed on the back hereof. authorized to sign for owner.) 

Note 3.—When numbers of bonds 
are required to be given, same are = 
to be entered on back hereof. (Full post-office address of agent.) 


TREASURY DEPARTMENT, 
INTERNAL REVENUE—INCOME TAX. 


(SIGNATURES MUST BE CLEARLY AND LEGIBLY WRITTEN.) 
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(Reverse of Form 1004, revised.) 


JOINT OWNERS. 


If securities described on other side are owned jointly, the names and 
addresses of owners and the proportion of ownership of each should be 


given. 


Name. Full post-office | proportion owned. 
addresses. 


(Spaces for 
6 names.) 


These certificates will be in size 8 by 3% inches, and will be printed to 
read from left to right along the 8-inch dimension. 

The paper to be used will correspond in weight and texture to white 
writing paper, 21 by 32, about 40 pounds to the ream of 500 sheets. 

They will be printed by the government and furnished without cost. 

Banks or bankers desiring to furnish their own certificates may do so, 
but the certificates so printed must conform in size to those prescribed and 
be printed in similar type upon the same color, shade, and weight of 
paper as used by the government. 

Sample certificates showing size of type and color of paper can be 
secured from the commissioner of internal revenue, Washington, D. C. 

Certificate form 1071, revised, will be printed on yellow paper in the 
form that follows: 
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Form Exemption Certificate—-BANKS OR BANKERS, EITHER 
1071 FOREIGN OR DOMESTIC. 


Revised. 


(For the use of responsible banks or bankers, either foreign or domestic, 
for and on behalf of non-resident owners of stock and bonds of corpora- 
tions of foreign countries.) 


(Give name of foreign corporation.) 


(Full description of stock or bonds.) 


Amount of dividends, $. 
I (we) declare that the owners of the stock of foreign corpora- 
tions upon which the aforesaid dividends were declared or bonds 
from which the accompanying coupons were detached are non- 
resident aliens as to the United States; that the check or bill of 
exchange in payment of said dividend or coupons from said bonds 
are simply in transit for payment to said non-resident aliens ; that 
no citizen of the United States, wherever residing, or foreigner 
residing in the United States or in any of its possessions, has 
any interest in said stock; and that all of the information as 
given in this certificate is true and correct. I (we) hereby agree 
that if at any time it shall appear that the income or any part 
thereof represented or covered by this certificate was or is sub- 
ject to the normal tax imposed by the United States, upon presen- 
tation of proof of that fact to me (us) by, from, or through the 
Commissioner of Internal Revenue, Washington, D. C., I (we) 
will pay and remit to the United States Government the amount 
of tax claimed to be due; and I (we) hereby further agree that 
whenever in the judgment of the Commissioner of Internal 
Revenue it shall be necessary in or to the administration of the 
income tax law, | (we) will, upon request of said Commissioner 
of Internal Revenue, disclose and furnish to him the names and 
addresses of the owners and the amount of the stock and bonds 
aforesaid. 


Date, » 


TREASURY DEPARTMENT, 
INTERNAL REVENUE—INCOME TAX. 


(Name of bank or banker.) 


B 
(Signature of official authorized to sign.) (Official position.) 


(Full post-office address of bank or banker.) 
(SIGNATURES MUST BE CLEARLY AND LEGIBLY WRITTEN.) 


Since the foregoing comments were written, a letter has been received 
from Mr. Osborn, the commissioner of internal revenue at Washington, 
in reply to a letter addressed to him for information as to the effect 
treasury decision 2313 would have on clients of the inquirers in the 
circumstances stated. Mr. Osborn in his letter indicates with considerably 
more detail than has hitherto been done the position of his department on 
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the whole subject raised by this treasury decision. The matter is so 
important that the whole correspondence with Washington is given 
hereunder. 

Letter to the commissioner of internal revenue, income tax department, 
treasury department, Washington, D. C., dated April 4, 1916: 

Dear Sir: We have had brought to our notice treasury decision No. 
2312, providing for the taxation under the federal income tax of interest 
from bonds and dividends on stock of domestic corporations owned by 
non-resident aliens. 

We have had occasion occasionally to collect coupons on bonds belong- 
ing to various foreign corporations which were temporarily in our hands 
for purposes of transfer, etc. On each occasion we filed on behalf of the 
foreign corporation a certificate of ownership on form 1004 and, in 
accordance with the law as hitherto interpreted by the treasury depart- 
ment, no federal income tax has ever been paid by these corporations. 

Our clients are financial corporations having no business or interest 
in the United States other than having bonds and stocks of American 
corporations as investments. It is probable that we will have further 
coupons to collect in the future and in this connection we desire to know 
whether foreign corporations of the character just indicated are included 
among those referred to as non-resident aliens in the treasury decision 
above mentioned. 

If our clients are covered by this treasury decision, please instruct us 
on the following points : 


1. Upon which form should the certificate of ownership now be made? 


2. As the decision states that it will be held to be effective as of 
January 1, 1916, please state how the tax on the income received 
from January Ist last to this date is to be collected and on whom 
the liability therefor rests; and 


3. When the normal tax has been deducted at the source on all the 
income of a foreign corporation passing through our hands during 
the year is our liability under the federal income tax law in respect 
of that income wholly discharged, or, if not, what further liability 
against us and how shall it be met? 


An early reply to this communication would be greatly appreciated. 
(Reply, dated May 1, 1916) 


In response to the inquiries contained in your letter of April 4, 1916, 
there are herewith enclosed to you copies of treasury decisions 2313 of 
bog Fe 1916; 2317 of April 4, 1916, and 2324 and 2325, both of April 

Your letter speaks of deductions at the source from income to foreign 
corporations, and your attention is directed to the fact that the federal 
income tax law does not provide that the normal tax of one per cent. 
shall be withheld at the source from income accruing to corporations, 
either domestic or foreign. 

If the enclosed decisions do not furnish to you complete information 
on the subject of your letter, the office will be glad to reply further to 
specific inquiries. 

Signed) L. T. Speer, 
Deputy Commissioner. 


Letter to L. T. Speer, Esq., deputy commissioner of internal revenue, 
treasury department, Washington, D. C., dated May 9, 1916: 
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Dear Sir: We were duly favored with your letter of Ist instant with 
enclosures, for which we thank you. 

We note that the provisions of the federal income tax law, which 
require the withholding of the normal tax at the source, do not apply 
to foreign corporations; and we accordingly will assume that there is 
no liability laid on us by the federal income tax law in respect of the 
coupons on bonds belonging to various foreign corporations from time 
to time collected by us as indicated in our previous letter. 

In order that we may advise our foreign clients as to their duties in 
the matter, perhaps you will be so good as to inform us whether, in 
respect of the income in question or any other income payable to them 
in this country, any liability for income tax or any obligation to file a 
return rests on them or whether it has been decided that such corpora- 
tions are entirely outside the provisions of the law. 


(Reply, dated May 20, 1916) 


GENTLEMEN: This office is in receipt of your letter of the 9th instant, 
in which you state that in accordance with office letter of May the Ist, 
you will assume that there is no liability imposed upon you by the federal 
income tax law, with respect to the coupons on_ bonds belonging to 
various foreign corporations which from time to time are collected by 
you; but that in order that you may advise your foreign clients as to 
their duties in the matter, you request information as to whether, in 
respect to the income in question or any other income payable to the 
foreign corporations in this country, there is any liability for income 
tax or any obligation to file return rests on such foreign corporations, or 
whether it has been decided that such corporations are entirely “outside” 
the provisions of the law. 

In reply you are informed that the following quoted provision of the 
law imposes a tax upon such foreign corporations as transact business 
and have capital invested in the United States: 


“That the normal tax * * * * * shall be levied, 
assessed and paid annually on the entire net income arising 
or accruing from all sources during the , Preceding calendar 
year to every corporation * * * *, that if 
organized, authorized or existing saath the ai. of any 
foreign country, then upon the amount of net income accruing 
from business transacted and capital invested within the 
United States during such year.” 


The foreign corporations to which you refer, having income from 
stocks and bonds of domestic corporations, are, in the opinion of this 
office, subject to tax; that is, they have income arising and accruing from 
business transacted and capital invested in the United States. The opinion 
of this office is substantiated in the recent decision of the United States 
supreme court in the case of Brushaber vs. Union Pacific Railway Com- 
pany, which decision held, in effect, that a tax upon income is not a 
direct property tax, but that the liability attaches to the income according 
to the source from which it arises. It is therefore apparent that it is 
immaterial whether the owner of the property or the investor of capital 
is a resident of the United States or a non-resident, the income arising 
and accruing is subject to income tax. The income arising from the capital 
invested by those foreign corporations who own stock and bonds of 
domestic corporations has its source in the United States and therefore, 
in accordance with the law and the recent decision of the supreme court, 
is taxable income. 

Since it is held that income arising and accruing to foreign corpora- 
tions from business transacted in the United States and capital invested 
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in the United States is subject to tax, and as there is no provision of the 
law for withholding the tax against such foreign corporations when pay- 
ments are made to them, it is incumbent upon them to make return of 
annual net income, disclosing the amount of income derived from owner- 
ship of stocks and bonds of domestic corporations. 

In the event that these foreign corporations have no principal place 
of business in the United States or have no agent representing their 
interest, the returns of such companies should be filed with the collector 
of internal revenue at Baltimore, Maryland, the district in which Wash- 
ington, D. C., is located. 

Respectfully, 
(Signed) W. H. Ossorn, 
Commissioner. 


Tri-State Meeting, Richmond 


The second tri-state meeting of members of the Delaware, Maryland 
and Virginia societies was held at Richmond, Virginia, April 13 and 14, 
1916. The convention was welcomed by the mayor of Richmond and by 
the business manager of the Richmond chamber of commerce. Papers 
on accounting subjects were presented by Charles A. Peple, C.P.A., vice- 
governor of the federal reserve bank of the fifth district; President 
J. Porter Joplin, C.P.A., of the American Association of Public Account- 
ants; W. A. Clader, C.P.A.; Florence Hooper, C.P.A.; George Mahon, 
C.P.A.; A. Lee Rawlings, C.P.A., and Ernest E. Wooden, C.P.A. 

The entertainment of members and friends was delightful and the 
attendance was thoroughly representative of the three states concerned. 

The report of the committee on form of organization of the American 
Association of Public Accountants (which was approved by the board of 
trustees in New York, April 10, 1916) was explained by the president 
and secretary of the American Association. A resolution was unani- 
mously adopted expressing approval and endorsement by the individual 
members of the tri-state association present at the meeting. 


John B. Fewkes and Howard S. Gipe announce that William R. Dunn 
has become associated with them under the firm name of Dunn, Fewkes 
& Gipe, with offices at 509 Marsh-Strong building, Los Angeles, California. 


Fayette H. Carlin announces that he has taken into partnership Frank 
R. Hawkins. The firm will practise under the name of Carlin & Hawkins 
with offices in the Chamber of Commerce building, Buffalo, New York. 


Haskins & Sells announce that Edmund C. Gause has been appointed 
manager of their Pittsburgh office, in place of Alfred E. King, resigned. 


Patterson, Teele & Dennis announce the removal of their offices to the 
Equitable building, 120 Broadway, New York. 


Joseph Froggatt & Company, Inc., announce a change of address from 
149 Broadway to 25 Church Street, New York. 
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Epitep By SEYMouR WALTON, C.P.A. 


A NaTIonaL AccouNTING STANDARD 


The peculiar character of this nation has led to a great many compli- 
cations and to an immense number of troubles that its founders could not 
have foreseen. Even the meaning of its name was made the basis of one 
of the greatest wars of history, and hundreds of thousands of men died to 
prove that this was a nation called the United States, and not a partner- 
ship of a number of states which were united for certain definite purposes. 


With forty-eight states making independent laws on every subject that 
can be covered by them, with the exception of a very few that have been 
explicitly delegated to the central federal power or have been assumed 
by it after more or less stretching of the terms of the constitution, it is 
no wonder that there is great uncertainty as to many legal points and a 
consequent confusion in the minds of business men as to what really is 
the law by which they are supposed to govern their actions. 

This confusion has finally reached the field of public accountancy. 
Some forty states have passed C.P.A. laws. Nearly all of these laws are 
acceptable to those who have the interests of the profession at heart, and 
almost all of these have been administered in a manner intended to uphold 
the dignity and the high standard of the profession. Unfortunately a few 
other states have not been so careful, so that owing to the low standards 
fixed by their laws or by the actions of those entrusted with the adminis- 
tration of them, the American Association of Public Accountants has been 
obliged to withhold official recognition from the holders of certificates 
granted by them. 

With the accountants themselves divided as to the true value of a title 
of certified public accountant granted by a state, it is hardly to be expected 
that the general public can discriminate between the various claimants to 
its favor, each one demanding equal recognition with every other. They 
are likely to say “a plague on both your houses,” and to end by losing all 
respect for any state title. 

This matter becomes still more serious when we consider its effect on 
the relations between the accountants and the federal government. There 
are many ways in which it would be of great advantage both to the 
accountants and the government to have those relations made as close as 
possible. It needs no argument to prove that certified public accountants 
of a proper grade would make the best national bank examiners that 
could be obtained. That they would also furnish the best receivers for 
estates in the bankruptcy courts has been abundantly demonstrated in the 
few cases in which they have been tried. They would certainly be the 
best persons to report on the condition of corporations for the federal 
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trade commission, and no one will deny that they are the only ones com- 
petent to make the right kind of an examination of those concerns whose 
notes are offered for re-discount to the federal reserve banks. 


It is within the bounds of reason that a committee on federal relations 
could interview the comptroller of the currency, the United States judges 
in our larger cities, the federal trade commission and the federal reserve 
board, and by their cogent reasoning could convince every one of them 
that there was absolutely nothing to be done except to appoint certified 
public accountants to perform important duties arising in connection with 
the work of each of these departments of the general government. When 
it comes to the practical carrying out of any such plans an insuperable 
difficulty presents itself. These government officials will want to know what 
touchstone to apply to the various certified public accountants to determine 
whether or not they are of the proper grade. The American Association 
of Public Accountants may reply: “Those of this and that state, but not 
those of this other.” As representatives of the general government, none 
of these federal officials can discriminate between states. They cannot 
accept the certified public accountants of state A and state C and not those 
of state B, which lies between A and C. 


It would be a hopeless task to attempt to get all the states which have 
passed C.P.A. laws to amend them in such a way as to make all such laws 
uniform, even with regard to their more important features. Still more 
hopeless would be the task of bringing about a uniform administration 
of the laws, even if the statutes were identical in all states. Granting 
that this could be done, there would still remain the fact that large num- 
bers of persons in the objectionable states have already been granted the 
certificate and, however incompetent, would rank with the more worthy 
possessors of the title of certified public accountant. 

Recognizing this condition, the president of the American Association 
of Public Accountants appointed a special committee whose duty it was 
to devise some method by which a single standard could be established 
for the whole country. This committee has reported to the trustees of 
the American Association a plan which has been adopted by the trustees 
and will be referred to the annual meeting of the association to be held 
in New York in September next. The plan calls for the incorporation of 
a society of accountants under the laws of the District of Columbia. In 
the future, fellowship will be restricted to those who pass the examina- 
tions set by the society. These examinations will be held on the same 
days in all sections of the country and will be identical, thus ensuring 
a uniform standard. 

When some such plan as this has been adopted, the professional 
standing of an accountant will be based on his having been admitted 
to fellowship in the national society. As his right to membership 
will depend solely on his individual merit and will not be contingent upon 
his membership in any state society, as is now the case with the American 
Association of Public Accountants, the field will be open to all the 
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accountants of the country who can qualify by passing the necessary 
examinations. There will be no question as to any difference in rank 
as between citizens of different states, since all will be on the same 
national plane. 

Readers of this department are directly interested in the outcome of 
this movement, since the successful carrying out of the plan will result 
in a great demand for men with a knowledge of accounting principles. 
Since the society members cannot personally perform all the necessary 
work, they will be obliged to employ others who will act under their 
supervision in the preparation of the actual statements, to be revised and 
certified to by the responsible members. This will furnish an increasingly 
large number of persons with the opportunity to obtain the practical 
experience that will enable them to qualify as members on their own 
account. 


LonG AND SHort SALES 
Editor, Students’ Department: 

Str: How are “selling short” transactions handled on the books of 
stock brokers? What is the theory of such transactions? 
oe Thanking you for the above information, I remain, 
Yours truly, 
Baltimore, Maryland. A, & 

In all transactions on a stock exchange or board of trade the one 
invariable condition is that the stock or commodity must be actually 
bought and sold. If a broker receives an order from a customer to buy 
100 shares of any stock or 5,000 bushels of wheat for his account, the 
stock or the wheat must be bought from some other broker on the 
exchange. If the broker thinks that the customer has made a mistake as to 
the trend of the market, he may report that the purchase has been made 
when it has not been. In case the stock goes down he may buy it in at 
a lower price than he has charged his customer for it, and thus make a 
considerable profit. If he does this, he is carrying the trade himself and 
: is guilty of what is known as “bucketshopping.” In most, if not all, of 
the states this is a criminal offense. 

It is also bucketshopping if a broker offsets the purchase for one 
customer against a sale of the same stock or commodity for another. 
That is, if a broker receives in the same mail an order from A to buy 
100 shares of Northern Pacific and an order from B to sell 100 shares 
of Northern Pacific, he cannot sell B’s stock to A. He must make a 
distinct purchase from some other broker and a distinct sale to another 
broker. 

This explanation is necessary in order to understand the method by 
which the broker handles his transactions. It must also be understood 
that when a person buys a stock or a commodity to hold in hopes of a 
rise in price, he is said to be “long.” If he sells a stock or a commodity 
to be delivered in the future, when he hopes to obtain it at a lower price 
in order to deliver it, he is said to be “short.” 
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The customer who orders a short sale does not have the stock or 
commodity on hand at the time he makes the short sale. The theory of 
the transaction is that he expects to have it and is anxious to realize the 
highest possible price for it. If he believes that present quotations are 
higher than the market will offer in the near future, he will make the sale 
today with the expectation of making the delivery when he has acquired 
the stock or commodity. In some cases this is an entirely legitimate 
commercial transaction. A farmer, who has every assurance that his 
crop of wheat will be at least 20,000 bushels, may wish in May or June 
to be sure what money he can depend upon in the autumn, or he may 
wish to take advantage of present high prices that he thinks cannot be 
maintained. He therefore offers to sell 20,000 bushels of wheat deliver- 
able in September or October; in other words, he sells September or 
October wheat short. When he made the sale he did not have the wheat 
to sell, but he had a virtual certainty of having it when called on to 
deliver it. The transaction is just as legitimate as it is for a cotton mill 
to contract to deliver to a wholesale dry goods dealer 20,000 yards of 
sheeting in October, although at the time of making the sale the mill 
may not have a yard on hand nor even the raw cotton out of which to 
make it. 

The theory will not hold when applied to short sales of stock. The 
man who sells stock for future delivery, when he does not at the time 
own a single share, does not expect to grow it, as the farmer does his 
wheat, nor manufacture it, as the mill will its sheeting. The only way 
to cover the short sale is to buy the stock at the date of delivery by paying 
the market price on that day. The short sale of stock is therefore purely 
a bet by the man making it that when he is ready to deliver at the agreed 
price he will be able to obtain the stock on the market at a lower price and 
will make the difference as his profit. 


There are a few exceptional conditions under which a short sale of 
stock may be considered legitimate. A person may be an heir of an estate 
which holds certain stock and the executor may have agreed that he will 
distribute the estate on October 1. If this person has agreed to take this 
stock as his share of the estate, there is no reason why he should not 
sell it in June to be delivered in October, if he thinks he can get a better 
price for it than by waiting until he is in actual possession of it. Or it 
may be that a corporation in which a person holds stock has declared a 
stock dividend payable in October. Such a person, knowing that he will 
have a certain number of shares in October, will have a right to sell 
them short deliverable when he obtains them. Such conditions obtain 
so seldom that they are practically negligible. The difficulty encountered 
in legislating against short sales of stock is that the short seller can 
always claim that there is a possibility of such a sale being legitimate, and 
that no one has a right to inquire into his private affairs to the extent of 
making him divulge whether or not he has a reasonable certainty of 
possessing the stock when called upon to deliver it. 
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A person may buy stock for future delivery, that is be long of the 
stock, because he knows that he will be in funds at a certain time in the 
near future and wishes to take advantage of what he thinks are favor- 
able prices at present. The reasons for being long of commodities in 
produce, cotton and similar exchanges are even more legitimate—in fact, 
modern business transactions could not be carried on without such pur- 
chases for future delivery. A miller may be asked to submit proposals 
for furnishing the owner of a chain of restaurants with several thousands 
of barrels of flour in each of certain future months. If he does not 
know what his wheat will cost him, he is bidding in the dark and is virtu- 
ally gambling on the future of the market. By buying the necessary 
amount of wheat at once for delivery in the proper months he has insured 
a reasonable profit on his contract to deliver the flour and does not have 
to assume any risks on the market. In the same way the mill that has 
agreed to furnish a certain amount of cloth at a certain time protects itself 
from fluctuations in the market by purchasing the requisite amount of 
raw cotton deliverable in time to make the cloth. 


heoretically, the miller who will need the wheat goes long of the 
market for the same wheat that the farmer has sold short. Practically 
the farmer’s wheat is in the hands of speculators. The principle remains 
the same; the produce exchange has provided the medium by means of 
which the producer and the consumer can be brought together and thus 
fills a legitimate need of modern business. The fact that the exchange 
can also be made the medium for pure speculation, bringing together those 
who are merely betting on a future rise or fall in the market, is an 
unavoidable consequence of its legitimate functions. The fact that no 
one has the right to question the short seller as to where he expects to 
procure his wheat, nor the long purchaser as to what he is going to do 
with it, prevents the passage of a law prohibiting purely speculative deals. 
The broker who buys or sells stocks is obliged to receive or deliver 
the actual stock. If his customer orders him to buy 100 shares of Blank 
stock at the present market price, he must actually purchase that stock of 
some other broker on the stock exchange. If the customer pays the full 
price the stock is delivered to him and the deal is closed. If the customer 
does not have sufficient money to pay for the stock in full, he can make 
an arrangement with his own bank to lend him 90 per cent. of the stock 
and he can then pay the broker in full. In order to facilitate such 
transactions the broker will agree to furnish 90 per cent. of the price 
if the customer will deposit the other 10 per cent. with him. The broker 
will then make the necessary financial arrangements to carry the stock 
for the customer by retaining the stock and using it as collateral with 
which to borrow the 90 per cent. from some bank. The customer is then 
said to have put up a “margin” of 10 per cent. and the transaction is 
called a “margin deal.” If the price of the stock drops on the exchange, 
the broker can call for more margin and, if it is not forthcoming, he can 
sell the stock as soon as it reaches a point where its proceeds are no 
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more than sufficient to cover the 90 per cent. plus the broker’s commission 
and interest on the 90 per cent. advance. 

The object of buying stocks on margin is to realize a larger percentage 
of profit on the capital invested. If 100 shares of a certain stock are 
bought at par and paid for in full, the capital involved will be $10,000.00. 
If the stock rises to 110 and is sold at that price, the customer will 
have made $1,000 (less commissions) or 10 per cent. on his capital. If 
he bought the same stock on a margin of 10 per cent., he will have 
invested only $1,000 and his profit of $1,000 will be 100 per cent., less 
commissions and the interest on $9,000 for the time the stock was 
held. Of course, the danger in margin trading is that the stock may drop 
to such an extent that the customer cannot put up sufficient margin to 
cover it and will be sold out with a loss of all he has put into the deal. 
In any event, any loss that is sustained by a sale at a price lower than 
the purchase price will be ten times as great a percentage on the money 
invested as it would have been if the stock had been paid for in full. 

When a broker buys stock for a “long” customer on a margin he 
credits the customer with the margin and charges him with the price of 
the stock and with a commission of one-eighth of 1 per cent on the par 
of the stock—not on the actual cost, as some arithmetic textbooks teach. 
At the same time he credits the broker from whom he bought with the 
price of the stock and pays him the next day through the stock exchange 
clearing house, borrowing the necessary money from some bank, using 
the stock as collateral The broker also charges the customer with 
interest on his debit balance, either at an agreed rate or at the market 
rate for call loans. In the latter case the rate of interest may vary 
from time to time. 

In the case of a short sale the broker is obliged to sell and actually 
deliver the stock which neither he nor his customer has in his possession. 
In order to obtain it the broker borrows it from what is known as the 
“loan crowd”—persons who own stock and will lend it to those desiring 
it at the market rate of interest. The broker sells this stock according 
to the rules of the exchange and uses the money. As the use of the 
money offsets the interest that he pays to the person from whom he bor- 
rows the stock, there is no interest to be charged to the customer. 

The journal entries on a short sale would be as follows, cash being 
journalized for convenience: 


CO 1,012.50 

Customer for margin........ 1,000.00 

Blank stock 100 shares at 105...... 10,500.00 

Customer short A/C ........ 10,500.00 
Some other broker (cash) ........ 10,500.00 


The stock borrowed would be entered in the stock borrowed book, 
registering the names of the lender, the number of shares and the 
description of the stock. 
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If the deal were closed with the stock at par an entry would be made: 


Customer 100 shares at 100........ 10,000.00 

Customer for commissions on sale.. 12.50 
10,000.00 

Blank stock 100 shares at 100...... 10,000.00 
Some other broker (cash).... 10,000.00 


The customer’s account would show a credit of $487.50, which would 
be his profit, less $12.50, the first commission paid by him in cash. The 
stock bought would be returned to the lender and his memorandum 
account in the stock borrowed book would be canceled. 


INTER-BRANCH ACCOUNTS 
Editor, Students’ Department: 


Sir: I shall be obliged if you will kindly give your opinion through 
THE JOURNAL oF ACCOUNTANCY about the following question: 

An import and export concern has a number of branches in various 
parts of the world. Business is transacted between these branches and 
account is settled by drafts which are negotiated with banks. They keep 
their own books of account and balance sheets are amalgamated at the 
head office at the end of each month. 

It is contended that the general balance sheet of the head office drawn 
up in this way would omit an enormous amount of liabilities which the 
company owes to the banks. This relates to the bills which have been 
negotiated by the branches but are floating en route at the time of 
closing monthly accounts, since the bills payable account only represents 
the amount of acceptances and no account is taken for the bills which 
have not yet been accepted. Again, there is a fair amount of liabilities 
of similar nature for the bills drawn on the outside firms. 

To obviate these omissions, the following entry is required on the 
books of the branches when negotiating bills, in addition to the usual 
entry of debiting bank account and crediting goods or sales account, viz. : 
credit “bills of exchange en route” and debit “corresponding account of 
bills of exchange en route.” 

Thus, the entry will include: 


(1) Documentary or clean bills drawn on branches against shipments 
of goods or in settlement of accounts. 


The entry is to be reversed on the approximate date of accept- 
ance of each bill or collectively at the end of each month. 


(2) Ditto drawn on outside firms. 
The entry to be reversed on the approximate due date of the 
bill or collectively once a month in like manner. 


My question is: 

(1) Is this treatment correct? It seems to me that if it be legitimate 
with house bills, surely it is not right to mix up the outside bills 
with them. 

(2) If some other accounts are to be set up for the purpose, what 
will be the appropriate titles of such accounts? 

Thanking you in advance, 

Yours very truly, 

Shanghai, China. A SUBSCRIBER. 
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The trouble will disappear entirely if a proper method of treating 
inter-branch accounts is adopted. No branch should keep any account 
with any other branch. All inter-branch transactions should be recorded 
through the home office account. When goods are shipped from one 
branch to another, for example from branch A to branch B, branch A 
should charge home office account and not branch B. The home office 
should credit A and charge B at once on receipt of the notice of shipment 
from A. This notice should be held in a temporary file until notice of 
receipt of goods was received from B. On receipt of the goods, B should 
charge purchases and credit home office, notifying the latter. 

When branch A draws its bill of exchange on branch B, it should 
charge branch bills receivable at once, without waiting for notice of 
acceptance by B, which is taken for granted. The offsetting credit is not 
to B, but to home office. On the home office books A is debited 
and B credited when notice is received from A that the bill has been 
drawn. This notice is held until B sends word that it has accepted the 
bill. In case, for any reason, a bill is not accepted, all the entries on the 
books of A and the home office would have to be reversed. 

If branch A sells the bills to its bank it should credit branch bills 
receivable discounted for the face of the bill. In its balance sheet -A 
would have an asset item of branch bills receivable and a liability item 
of branch bills receivable discounted or it can show the credit item as 
a deduction from the debit item. The bill has now become a liability of 
the whole business to an outside creditor. 

When branch B accepts the bill it would credit branch bills payable 
and debit home office, notifying the latter. In a consolidated balance sheet 
branch bills receivable would be offset by branch bills payable. This 
would leave branch bills receivable discounted as a liability of the whole 
business to outside parties. 

When a consolidated balance was prepared there would usually be a 
number of shipments made by some branches that had not yet been 
received by others. The amounts of these would be shown by the advices 
held up in the home office. Unless these are taken into consideration 
the consolidated balance sheet, made up from the balance sheets of the 
various branches and of the home office, will not balance. The total 
should be charged in the consolidated balance sheet to “goods in transit 
between branches.” The corresponding total of bills drawn on but not 
yet accepted by branches does not have to be taken into consideration, as 
it is represented by the excess of credit to the home office on the books 
of the drawee branch, caused by its not having yet charged the home 
office nor credited branch bills payable as it would have done if it had 
accepted the drafts drawn on it. Home office account and branch bills 
payable account being both inter-company accounts are ignored in the 
consolidated balance sheet; therefore the fact that one is larger and the 
other smaller by the same account would have no effect on the result. 

An illustration may make the matter clearer. We will suppose that 
A has shipped goods to B for $9,000.00 and to C for $7,000.00 and that 
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it has also drawn time bills against B and C for corresponding amounts 
and that B has accepted all the drafts but has not yet received the last 
shipment of goods amounting to $1,000.00, while C has received the goods 
but has not yet accepted drafts for the last $2,000.00 shipped by A. There 
have also been goods shipped by A to outside parties to the amount of 
$20,000.00 against which bills were drawn. The main office had also shipped 
goods to and drawn bills on outside parties to the amount of $60,000.00. 
A has discounted all its bills in bank, but the main office has discounted 
only $35,000.00. Assuming the other figures, we have the following 
balance sheets: 
Balance Sheet, Branch A 
May 31, 1916 

Merchandise 15,000.00 Main office 35,000.00 
Branch bills receivable (B) 9,000.00 Branch bills rec. discounted 16,000.00 
Branch bills receivable (C) 7,000.00 Bills receivable 


Bills receivable (outsiders) 20,000.00 (discounted ) 20,000.00 
Other assets 20,000.00 
71,000.00 71,000.00 


Balance Sheet, Branch B 
May 31, 1916 


Merchandise 26,000.00 Main office 25,000.00 
Other assets 8,000.00 Branch bills payable 9,000.00 
34,000.00 34,000.00 


Balance Sheet, Branch C 
May 31, 1916 


Merchandise 10,000.00 Main office 19,000.00 
Other assets 14,000.00 Branch bills payable 5,000.00 
24,000.00 24,000.00 


Balance Sheet, Main Office 
May 31, 1916 


Merchandise 65,000.00 Capital stock 100,000.00 
Branch A 35,000.00 Surplus 55,000.00 
Branch B 26,000.00 Accounts payable 40,000.00 
Branch C 17,000.00 Bills receivable discounted 35,000.00 
Bills receivable (outsiders) 60,000.00 
Other assets 27,000.00 

230,000.00 230,000.00 
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It will be noted that in B’s balance sheet the branch bills payable 
amount is the same as A’s branch bills receivable for account of B, but 
that the amount due main office is $1,000.00 less than the main office 
account against B. In C’s balance sheet the main office credit is $2,000.00 
more than the debit to C on the main office books, while the credit to 
branch bills payable is $2,000 less than A’s debit of branch bills receivable 
for account of C. 


In the consolidated balance sheet all internal debits and credits are 
offset, but all real assets and outside liabilities must be included. There- 
fore, $1,000.00 must be added to the inventory of merchandise as goods in 
transit to B, and credited by a pro forma entry to main office account in 
B’s balance sheet, and all the bills receivable discounted must be shown, 
either as liabilities, for the branch bills, or as deductions from the assets, 
for the outside bills discounted. The following internal items would be 
offset : 


Main office dr. to A 35,000 A’s cr. to main office 35,000 
“ “ “ 17,000 C’s “ 19,000 

A’s dr. br. bills rec. B 9,000 B's cr. to br. bills pay. 9,000 

194,000 194,000 


The pro forma entry may be reversed the next day. 
The result will be: 


Consolidated Balance Sheet 
May 31, 1916 


Merchandise on hand 116,000 Capital stock 100,000 
* in transit 1,000 Surplus 55,000 
Bills receivable, 80,000 Accounts payable 40,000 
Less discounted 55,000 25,000 Branch bills receivable 
— discounted 16,000 
Other assets 69,000 
211,000 211,000 


DEDUCTIONS FROM INCOME 
Editor, Students’ Department: 


Sm: My attention has recently been called to a “refinement” under 
the title of charges against income. 

We have hitherto used the caption “deductions from income,” and 
under that heading have included interest on temporary loans, discount 
5 per cent. for cash in thirty days, coupon account, bad debts, loss by 
fire or theft not fully covered by insurance, municipal tax, United States 
revenue tax and legal expenses. 
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While the discount of 5 per cent. is understood to be a cash discount, 
and undoubtedly is accepted as such in a general way, yet strictly speak- 
ing, this discount partakes to some extent of the characteristics of a trade 
discount. 

I wish to be informed which of the above items, interest, discount, 
coupons, bad debts, loss by fire or theft, municipal tax, federal tax and 
legal expense, should be classified under the head of administrative 
expense, and which under the head of charges against income. 

Should the coupon account, which is interest on bonded indebtedness, 
be shown on a statement of income and profit and loss under a separate 
title of fixed charges, to be deducted from the net income? 

Very truly yours, B. J. 

Concord, New Hampshire. 

From the letterhead on which this letter was written it appears that 
the business is a manufacturing one conducted by a corporation. The 
revenue statement of such a concern would contain four different classes 
of expenses—those appertaining directly to the manufacturing processes, 
those incidental to the trading or selling, those connected with the general 
conduct or administration of the business and not directly chargeable to 
either the manufacturing or selling departments, and finally those which 
appertain to the financiering of the business, including in this class the 
losses from bad debts, which are caused by the over-anxiety of the capi- 
talist who owns the business to make sales. 

These four classes of expenses include only those items which are 
normal to the particular business and are therefore included in its income 
statement. The first three—manufacturing, selling and administrative— 
are necessary elements of any business engaged in manufacturing. After 
deducting them from the regular, normal elements of profit, there results 
the profit or loss from operations for the year. In comparing the earning 
capacity of several different factories the comparison would be on the 
basis of the results shown at this point in each of them. The fourth class 
—financial profit or loss—would then enter in to determine the net profit 
of the company for the period. A distinction is thus made between 
operating profit of the business and net profit of the company. 

Any loss that is not normal to the business is not a charge against 
nor a deduction from income. It is a capital loss and not an operating 
or a regular financial loss. It is therefore a direct charge against the 
capital. In a partnership all capital, whether contributed or accumulated 
by profits, is credited to the capital accounts of the partners; therefore 
extraordinary losses are charged to the partners’ capital accounts. In a 
corporation the capital is represented by the capital stock and the surplus 
accounts. Since the capital stock account cannot be reduced without 
cancelling shares, extraordinary losses are charged to the surplus account, 
thus reducing the capital acquired in previous profits. 

Referring to the items inquired about, interest would be a financial 
expense in the fourth division. Discount, if considered a trade discount, 
would be a deduction from the selling price of the goods and therefore 
a charge to sales. If considered as a means of inducing prompt payment 
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of accounts in order to obtain the money necessary in the business, it 
would be considered as financial expense. Coupons or bond interest is a 
fixed financial expense, and does not necessarily have to be shown in a 
separate table, but should always be stated separately. Loss by fire or 
theft is not a normal item and should not appear in an income statement 
at all. It is a direct charge against surplus to be shown in a separate 
statement, in which the net profits are added to the previous surplus and 
extraordinary losses are deducted to find the present surplus. The dispo- 
sition of municipal tax would depend on the nature of the tax. If it is 
a real estate tax on the factory it would be a manufacturing charge; if 
a personal property tax it would be a general or administrative expense. 
The federal tax would be an administrative expense, or it may be placed 
in the fourth class as a financial expense, since it is a tax on the net 
income. Legal expenses should be charged to the department that caused 
them. If they were incurred in collecting doubtful accounts they should 
be considered a financial expense increasing the loss from bad debts. In 
fact, any legal fees paid in attempting to collect any particular account 
should be charged to the account of the debtor on whose account they 
were incurred, and not to legal expense at all. In no other way can the 
actual loss from any specific bad debt be ascertained. 


The importance of these distinctions arises from the necessity of 
making comparative statements of the results of different years. Normal 
operations must be compared with normal operations, financial expense 
with financial expense and extraordinary expenses or losses must not 
affect the current income of any one year at all. 


Stock witH No Par VALUE 


Editor, Students’ Department: 


Sir: The inquiry appearing in the February JourNaL headed “Stock 
with No Face Value” has created quite a little interest and discussion 
and has raised a question as to how this problem should be shown under 
certain conditions. There is considerable disagreement as to the methods 
to be followed and it was finally concluded to refer the matter to you 
for your consideration. 

The condition which is submitted involves the organization of one 
company to purchase the property of another company, details of which 
have been assumed to be as follows: 

Company organizes with authority to issue 1,500 shares of capital stock 
as follows: 

500 shares preferred stock, par value $100. 

1,000 shares common stock without nominal or par value. 

5 shares of common stock subscribed for and paid in cash at time of 
organization for $500.00. 

Property purchased for the value of $200,000, for which company gives 
its bonds to the amount of $100,000 and 500 shares of common and 200 
preferred stock in payment. 

Company later sold 495 shares common stock from which it realized 
$49,500 and 300 shares of preferred at par from which it realized 
$30,000.00. 
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Journal Entries 


Organization of company with authority to issue 1,500 
shares of capital stock as follows: 

500 shares preferred stock, par value $100. 

1,000 shares common stock without par value. 

5 shares of common stock subscribed and paid in cash at 
time of organization for—$500. 


(200 shares preferred stock—par value $100. 500 shares 
common stock without par value.) 


Sale of capital stock as follows: 
495 shares common stock without par value, $49,500 
300 shares preferred stock, par value $100—$30,000 


Balance Sheet 


(Preferred stock 500 shares, par $100, com- 
mon stock 1,000 shares without par 


If not inconsistent with your policy, it would be appreciated if a reply 
could be received from you, advising whether the problem has been 
correctly stated or if in your judgment it should be stated differently. 

Yours very truly, 
Epwarp Porter. 

Philadelphia. 


The subject of this letter has already been partly covered in this 
department. There is one important point that must not be overlooked. 
Preferred and common stock must never be lumped into a single capital 
account. They must be shown separately on the books and in the balance 
sheet. In the journal entries it must plainly appear which stock is 
affected. The entry for the purchase of the property should be 


200,000 
Preferred stock 200 shares.. 20,000 
Common stock 500 shares.... 80,000 


(Refer to minutes authorizing purchase) 


476 


i 
| | 


Students’ Department 


The cash transaction should record the payment of $500 and of $49,500 
for common stock and of $30,000 for preferred stock. 

The difficult point to be treated is the turning over in payment for 
the property of stock and bonds at a higher value for the stock than 
that which is established by the sale of the stock for cash. Why the 
owners of the property were willing to take the two blocks of stock as 
representing $100,000, when they could have obtained the same stock for 
$70,000 in cash, is not explained. It would be more reasonable to value 
the property at $170,000 and to credit the stock of both kinds at the cash 
value of $100 per share. Since the property is stated to have a value of 
$200,000, it is evident that a premium of $30,000 was realized on the stock 
given for it, assuming that the bonds were worth par, but there is no 
indication as to which stock commanded the premium. 

If the premium is to be attributed to the common stock alone, there 
are two alternatives to be considered. As 500 shares were sold for $50,000, 
cash and 500 shares for $80,000 in property, 1,000 shares realized $130,000, 
and the journal entry given above would be correct. In the balance sheet 
there would be a credit item of common stock, 500 shares $130,000, estab- 
lishing a par of $130 a share. On the other hand, since the par value 
of the common stock was established at $100 by the sale for cash, the 
premium of $30,000 may be considered to be contributed surplus, and 
the journal entry for $80,000 should be divided into common stock, 500 
shares, $50,000, and surplus $30,000. 

If any of the premium is to be attributed to the preferred stock, that 
portion would undoubtedly be contributed surplus, since the par of the 
preferred stock cannot be changed. In that case, it would be better to 
consider all of the premium as surplus. 

In any event the book value of the common stock would be $130 a 
share, since no part of the premium can be added to the preferred stock, 
which must be carried at its fixed par of $100. 


AnonyMous LETTERS 
In spite of the announcement already made, this department continues 
to receive anonymous communications. As a rule, they are entirely 
ignored. Letters should be signed, but the writer’s name will not be 
published if he requests that it be suppressed. 


Certified Public Accountants of Massachusetts, Inc. 

The annual meeting of the Certified Public Accountants of Massa- 
chusetts, Inc., was held on May 10. The following officers were elected: 
president, F. R. C. Steele; vice-president, Edwin L. Pride; secretary, 
George Lyall; treasurer, Gerald Wyman; executive committee, F. R. C. 
Steele, George Lyall, Gerald Wyman, J. Edward Masters, Edwin L. Pride, 
George L. Bishop and Walter C. Wrye. 


Perley Morse & Company, New York, announce that Frederick G. 
Wright, C.P.A., has been admitted to partnership in the firm. 
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AUDITING, THEORY AND PRACTICE; by Rosert H. Montcomery, 
C.P.A. 900 pp., 1916, second edition. Ronald Press Company, New 
York. $5 postpaid. 

In a dress of binding, paper and type that is a delight to the booklover, 
the second edition of Professor Montgomery’s Auditing, Theory and 
Practice appears as the most important publication in the accounting world 
for 1916. That a second edition has been called for within two years after 
the first is ample justification for the concluding remark of the author in 
the preface to the first edition. One need not be a prophet nor the son 
of a prophet to venture to predict that this standard text-book is destined 
to take the place in America of its distinguished forerunner, Dicksee’s 
Auditing, in regular recurring editions. The accountant’s almanac of the 
future is likely to bear on its January page the stereotyped legend: “About 
this time look out for a new edition of Montgomery’s Auditing.” 

One cannot read very far in this book without being impressed with the 
thought that if the ideals of the author were attained generally by the 
profession we would have a body of men with minds trained to the highest 
capacity for logical acumen and analysis. It is evident that the day of 
the old system of “holler-and-tick” (as graphically epitomized by a late 
revered leader of the profession) is passing rapidly. It is not enough for 
the modern auditor to check, verify and state that the accounts are cor- 
rect. He must be able to tell the connected and lucid story revealed to 
him by the figures; in other words, he has become, or should become if 
he thoroughly grasps the principles of auditing expounded in this book, 
a translator, or better, an interpreter. As the author well says, “thou- 
sands of business men frankly acknowledge that they do not grasp the 
full import of a financial statement in the accepted form.” And the 
reviewer is able to add from his own experience that this lack of under- 
standing will be found among men of high standing as financiers. He 
well remembers his feeling of slight stupefaction when on the eve of 
making an important financial report to a board of directors on which 
were three bankers of high reputation, one of them said to him: “Now, 
make everything plain. Give us the A B C of it. We don’t pretend to 
understand balance sheet figures. Tell us what they mean in plain 
English.” 

But not all business men or financiers are so frankly honest. Is it 
not the more common experience that the average business man is a 
pretty fair example of the danger of a little learning? Pretending to 
understand where he does not, he gets wrong impressions from the figures 
laid before him and when disaster comes later he invariably blames the 
auditor for misleading him. This is only another argument in favor of 
the plea of Professor Montgomery for a clear interpretation of the facts 
so that the man for whom the audit is made will understand. Are there 
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many auditors in the profession capable of this high class of work? 
Quien sabe? At all events the demand for Professor Montgomery’s book, 
indicating a growing appreciation of the necessity for auditors with this 
interpretative skill, is a happy augury for the future. Happier still is one’s 
feeling of confidence in the future growth of the profession based on the 
knowledge that the chief exponent of this ideal system of auditing is at 
the head of the accountancy school of one of our great universities, whence 
we may expect in coming years graduates thoroughly imbued with the 
ideals of its head. 


There is an old classic which tells of the modest reply of an unpre- 
pared student to a difficult examination question: “Authorities differ on 
this and I do not feel competent to answer.” As a truth is often spoken 
in jest, there is a serious point in this. Acknowledging, with Puddin’head 
Wilson, that it is the difference of opinion that makes a horse-race inter- 
esting, still in matters so strictly scientific as correct accounting it is to 
be hoped that some way will be found to develop standard practice. The 
treatment of interest on invested capital as an element of production cost, 
for example, is one that sorely needs definite settlement, inasmuch as we 
now have a national commission which bids fair to do for manufacturers 
and traders what the interstate commerce commission has done for the 
railroads, and the state commission for public utilities, viz.: establish 
standard systems of accounting. When such eminent teachers as Pro- 
fessor Montgomery of Columbia and Professor Cole of Harvard take 
radically opposing views of this long mooted question, we are confronted 
with the possibility of the growth of two opposing schools of thought in 
the profession, with the resultant confusion of contradictory practices 
which can have but an unfortunate influence on the attitude of the public 
toward public accountancy. Heretofore the discussion has been more or 
less academic. We could differ amicably while each followed his own 
opinion in practice. His selling price being fixed more by competition 
than by costs, the manufacturer could afford to allow his bookkeeper and 
the auditor to fight it out between themselves—perhaps often with some 
secret amusement over so much ado about nothing. But intelligent busi- 
ness men who have heeded the history of government regulation of public 
utilities foresee the time when similar governmental intermeddling with 
private business will undertake to regulate the prices of commodities on 
the basis of the cost to produce them. Naturally they will seek by every 
means to enhance “costs,” and the inclusion of a part of the profits in 
the guise of interest on investment as an element of “costs” will popu- 
lar. It behooves the profession to be equally foresighted in firmly 
resisting the establishment of this fallacy as a principle of correct account- 
ing. Professor Montgomery handles the subject in a terse and con- 
vincing way. 

The full appendix dealing with the federal income tax law will be 
highly appreciated by all readers. Few of us have the time to keep posted 
on all the hundreds of rulings made by the treasury department. We are 
not always observant enough to know whether many of them have 
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even any application to our professional work. With Professor Mont- 
gomery’s carefully arranged summary and its handy separate index for 
the appendix, the practising accountant has a safe guide, which should be 
supplemented by monthly reference to the Jncome Tax Department of 
THe JourNAL or AccounTANCY for recent rulings. The increased size 
of the appendix suggests the reflection that future editions will probably 
have to provide another appendix for rulings of the federal trade com- 
mission, necessitating perhaps a two-volume edition instead of one. There 
is a limit beyond which text-books cannot go with any regard to con- 
venience in handling. W. H. L. 


PRINCIPLES AND PRACTICE OF COST ACCOUNTING; by Frep- 
ERICK H. BaucH. Published by the author. P. O. Box 682, Baltimore, 
Maryland. $3.00. 


The value of this book to the reader will be largely determined by the 
knowledge and understanding which he may have of the principles and 
methods of cost accounting. The reader who may have only an elementary 
(and that, possibly, theoretical) knowledge would not derive from this work 
the benefit that would accrue to the man who can appreciate the results 
of the application of the. principles which the writer sets forth. The book 
brings out various well expressed distinctions which furnish excellent 
food for thought, but a careful consideration is necessary for their 
understanding. As the book is written for study rather than for rapid 
reading, in order to appreciate the ideas presented, some considerable 
knowledge of operating and accounting facts and uses would be required 
for its proper appreciation unless it should be used in connection with or 
as collateral study to actual practice. 

The writer in the chapter on principles of cost accounting evinces 2 
breadth of mind which is to be commended. At the beginning he states: 
“It is essential that the method of manufacture should be thoroughly 
studied and mnderstood before an attempt is made to formulate the 
method of cost finding.” This attitude of mind prevails throughout the 
whole book in which the author has evidently attempted to declare that it 
is essential that well established principles should be considered before 
any attempt be made to apply these principles in concrete record form. 
The illustrations of practice which are given are in the main clear and 
definite, but some might be fairly confusing to a student who had not had 
opportunity to realize through practical observation the elements of pro- 
duction which would enter into the cost accounts. Under illustrations 
of process cost the author includes several valuable forms and shows the 
manner in which through a series of journal entries the process and de- 
partmental costs should be built up and the manner in which these costs 
will tie up with the general books of financial accounts. This is par- 
ticularly useful and should be of material assistance to anyone who should 
make use of the volume in connection with practical work. The index 
at the close is topically divided and will be found to be of great assist- 
ance in the study of the work. mt. &: 
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Timely Word 


F cost accounting and cost reduction have been im. 

portant in the past, they are of vital importance now. 

There is no other answer to the rise in raw materials and 
wages. 


‘“Whole industries,” says The Federal 
Trade Commission, “are suffering from 
a general lack of intelligent knowledge of 
cost.” At no time in our history has the 
accountant had greater opportunity to 
do constructive profit-producing work. 


“Cost Accounting—Theory and Practice”’ by J. 
Lee Nicholson, C.P.A., is the accountant’s work- 
ing textbook of cost-finding. In one compact 
volume it presents the subject in full detail but 
without waste of words. All cost-finding methods 
are classified into four basic systems and an un- 
derstanding of these gives a grasp of all. Concrete 
suggestions are given for examining plants and 
devising cost systems. And from the eighty forms pre- 
sented any form required in practice can be readily 
constructed. 


Send No Money—Book 
Will Be Sent For Inspection 


We are perfectly willing to let any responsible ac- 
countant examine Mr. Nicholson’s book as thoroughly 
as he pleases before paying for it. Read the outline of 
contents opposite. Then simply fill out the coupon and 
“Cost Accounting—Theory and Practice” will be sent 
you, postpaid. Examine the book five days. Then either 
remit us the price, $4, or return book to us as you may 


decide. 
THE RONALD PREss Co. |} 
20 Vesey Street New York 
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Cost Accounting 


Brief Outline of the Book 


(22 Chapters) 


Cost Finding and its Functions 
Basic Elements of Costs 


Interest and Its Relation to 
Cost 


Principles and General Meth- 
ods of Cost Finding 


Methods of Distributing Indi- 
rect Expenses 


Wage Systems 


Recording the Material and 
Labor Costs 


Compiling the Cost Data 


Control of the Cost Records by 
the Financial Records 


The Examination of a Plant 
Devising a Cost System 


Estimating Cost Systems 
Departmental Systems 


Special Order System—Pro- 
ductive Labor Method 


Special Order System—Pro- 
cess or Machine Method 


Product System — Productive 
Labor Method 


Product System — Machine 
or Process Method 


Forms Relating to Material 


Production Orders and Req- 
uisitions 
Time Reports and Pay-Roll 

Forms 


Summaries of Production and 
Cost 


Forms Relating to Finished 
Product, Sales and Financial 
Records 


Charts of the Basic Cost Sys- 
tems 


350 pages—6x9 
inches. Half- 
leather binding. 


$4.00 postpaid. 


Gentlemen: 

Please send me a copy of “Cost Accounting, Theory and 
Practice” as advertised in the Journal of Accountancy. I agree 
to either return you the book after five days’ examination or 
remit the price, $4.00. 


Address ... 


Tue Ronatp Press Company, 
20 Vesey Street, New York. 
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IN THE HALL OF RECORDS 
Byron WESTON PAPER IS THE RULE 


In testifying to the merits of Byron Weston Co.’s Ledger Paper, I will say that I regard 


it as the perfection of ledger papers. 


It is the only paper used in the record books of 


the Superior Court, and the constant usage that these books receive has demonstrated its 


wearing qualities. 
Superior Court of Baltimore City, 


LOOK up the records at the State House or 
County Recorder’s Office. Look through the paper, 
and note how often you see the Byron Weston 
watermark. 

For more than half a century Byron Weston 
Linen Record Paper has been the almost unani- 
mous choice of County and Court Clerks. 

Records written fifty years ago on Byron Wes- 
ton Linen Record Paper are today as legible and 
free from discoloration as the day on which they 
were entered in the books. 

As a tax-paying citizen, you furnish your state 
and county with the best Linen Record Paper 
made. Why be satisfied with anything less for the 
records of your own business, on which you must 
base your plans for future success? 


There is no other paper that will stand as well the test of erasure. 


Robert Ogle, Clerk 


BECAUSE Byron Weston Paper is used in 
the highest courts in the land, does not mean that 
it is beyond the reach of the small merchant. 


Byron Weston Liren Record Paper is really the 
most economical paper that you can use. Its flex- 
ible hinge saves the bookkeeper’s time by doing 
away with those time-consuming motions of press- 
ing the book out flat. The hinge is made in the 
paper, saving you the expense of having it done 
afterward. This hinge permits the use of the full 
width of the sheet, saving the paper otherwise 
wasted in wide margins. 

This permits the use of smaller and more com- 
pact ledgers, and a saving in shelf room when you 
use Byron Weston Linen Record Paper. 


ests Higher Than the Government’s Standard-----:--- 


TEST this Record Paper yourself. 


This coupon, attached to your letterhead, will bring 


a Demonstration Folder, a Sample Book, and a treatise on UNMAKING MISTAKES. 


Byron Weston Company 


Dalton, 


Massachusetts 


‘The Paper Valley of the Berkshires”’ 
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Facts when you want them 


You can have, at a moment’s notice, an accurate, up-to-the- 
minute statement of the important items of your business if 
you use a 


Complete 1916 Model 
National Office Register 


This machine makes printed records of office transactions and 
adds and classifies what it prints. 


It compels a correct entry, furnishes information and 


a protection on monies handled and records kept. At the 
same time it provides an immediate check on any or 

the all departments of the business. _ 

4 

ing 

he It saves time, work, and expense, and simplifies tahoe Co., 

"ll office system. Can be built to meet your par- Dayton, 0. 

ise ticular requirements. © Thave read your 

advertisement, 

n- “Facts When You 
Want Them” and 

to know how you 


can help me realize the 
’ ideal that it describes. 
This request in no way 
. obligates me to buy a new 
Office Register. 
The Nationa! Cash Register Company Mamet 


Dayton, Ohio / Office Register that cost us ...... 


= (Journal of Accountancy, June, 1916) 
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Books for Every Purpose 


—— Ledgers that lock and unlock in an instant, Post 
ls Binders that operate with a simple sliding button, 
Ring Books that are masterpieces of workmanship, 
utility and durability. 

In sizes and proportions to meet every need. 


Forms to Fit the Books 


Over a thousand stock forms to fit the binders— 
a form to meet nearly every business need, from 
Memo Sheets to big Ledger Sheets. All of them 
are practical, demonstrated helps for your every- 
day work—to be obtained without delay. 

When I first saw the @=HPam Catalog, I was looking 
for a convenient way for our salesmen to carry prices. 
To-day, we are using @@IHP@2 binders and forms in 
nearly every department of our business. Our records 
are more elastic, our bookkeeping is less expensive, and 
it is infinitely easier to get sheets and binders to meet 
our needs. Occasionally we have special purpose sheets 
ruled to order, but usually we find what we want among 
stock forms. 

All First class stationers sell ==}-Pi=m Books and Forms 
Send -for Catalog 1630 


Irving- Pitt Manufa ing pan 
8 Largest Loose Leaf the om y 
Kansas City, Missouri 6 


HOW Complete Your Files! 


Do You Shelve Your Loose Leaf Records? 
In Bundles? In Bookform ? 7 supply of back volumes of 

The Journal of Accountancy 
is rapidly becoming exhausted. 


? F-B Loose Leaf Holder Those left in stock at present and 
their prices are 
Vol. III, $5.50; Vol, IX, $4.00; 
Vol. VI, $5.50; Vol. X, $4.00; 
Vol. VIII, $4.00; Vol. XII, $4.00. 


We only have a few copies each 
of these volumes, and when they 
are gone no more may be avail- 
able. Fill that hole in your files 
TODAY while you have the op- 


Any office boy can do the latter by using the 


portunity — in a short time you 
Pat. May 13, 1913. 7 may not be able to do it. 
Practical and Low priced Orders will be filled as received. 
Adjustable to fit any size of paper 
Independent of the location of punchholes The 

ls $3.00 PER DOZEN ] f A 
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Bound in genuine English pigskin and dark 
curved steel hinges, cylinder lock, and flat 


The NATIONAL “QUEEN” Loose Leaf Ledger 


= corduroy. Made with round, steel back; 
made. Supplied in 6 stock sizes. Prices of the QUEEN binder range from $11.00 to $13.35. 


As handsome and as strong as can be 


Made In Holyoke—Used by the Business Men of Five Nations 


T’S a long way from the busy manufac- 
turing center called Holyoke to the “city 
of greatest population in the world,’—yet 

National Blank Books make their way over 
the ocean to England,—across the border into 
Canada,—through the Gulf to Cuba, and via 
the Canal to South America. 

NATIONALS travel on the wings of the 
National Eagle—the symbol of entire satis- 
faction. This watermark in the paper is a 
guarantee that the varied products of the 
Paper City have been sifted to provide paper 
exactly suited to the purpose. It means that 
the fabrics used for binding, the metals used 
for mechanisms—every item of construction, 
down to the tabs used for indexing, is appro- 
priate to the use intended, and the best value 
obtainable. The Eagle watermark in the 
Paper guarantees the entire Book! 


NATIONALS won their worldwide market 
through their universal appeal. There is no 
account or record keeping requirement that is 
not found among the 10,000 specific units in 
the National Line. The National Blank Book 
Company has the largest blank book factory in 
the world. Its tremendous capacity places it 
beyond question on the point of quantity as. 
well as quality. 

Stationers like NATIONALS because their 
orders are filled on time. Business Men like 
NATIONALS because they represent value 
received. Bookkeepers like NATIONALS 
because they are easy to work with. Whether 
you are our nextdoor neighbor, or “friends 
across the sea,” when in the market for blank 
books, it will pay you to Look for the Eagle 
Trade Mark outside the Store and inside the 
Book! 


ASK YOUR STATIONER 
The National Line of Bound and Loose Leaf Blank Books is so extensive you may not be getting 


the most out of it, through lack of information. 


_ Stationers selling NATIONALS can help you to 
secure the utmost service from the National Line. 


NATIONAL BLANK BOOK COMPANY 


HOLYOKE, MASS. 
National Loose Leaf Co., Ltd., Canadian House, 75-76 Little Britain, E. C., London, England 
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YES, THAT IS WHAT WE MEAN ! 


A gold pen ground to meet the actual 
needs of your profession. Each pen is 
made to order for your “exclusive” use. 
Our 30 years’ experience enables us to 
duplicate the action of any steel pen that 
you are accustomed to use and guarantee 
your satisfaction; the characteristics of 
every pen are recorded and can be dupli- 
cated at any time. Our direct to the cus- 
tomer service makes this individual atten- 
tion possible. 

The pen is carefully mounted in a beautiful, 
self-filling fountain holder provided with a safety 
cap. The whole is packed in a neat box and sent 
for approval. TWO SIZES. No. 3, $2.50; No. 5s, 
$5.00. 25c. extra for silver clip. $1.00 extra 
gold clip. $1.00 extra, gold band. 


Send name and address to-day with the name 
of your pen or a sample of- your hand-writing to 


THE WALKER, DAVISON CO. 
MANSFIELD MASSACHUSETTS 


It’s a Convenience On the Desk 


Accountant’s Report Holders 


Many accountants have recently adopted The Elbe Spring 
inder for distribution among their clients. 
@ They find this binder very practical for keeping monthly or 
ical reports. It's neat, compact and simple to operate. 
@ Don't you think that a moderate priced binder of this kind 
would appeal to you, and be appreciated by your clients ? 
5 Na it out on your preferred accounts, and you will be con- 
vi 


No. 118. Bound in Full black cloth, || x 8} in. $ .75 
No. 118B. ‘‘ x 8sin. 1.50 
Gold lettering, per line . 10 


Elbe File & Binder Co. 


@ Read each number of THE JOURNAL 
OF ACCOUNTANCY carefully—read the 


special Articles—read the Editorials—read 


the Students’ Department—read the In- . 


come Tax Department. 


@ Read the Advertising Pages—take time 
and investigate the Mechanical helps ad- 
vertised. By doing this you will be enabled 
to secure a full measure of the service the 
magazine offers and at the same time be 
kept thoroughly posted on such office equip- 
ments as are now most in demand. Being 
familiar with these devices saves time and 
money for you and your clients. 
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Statistical Work By Machine Will Banish 
Your “Figuring” Worries— 


relieve you from the brain-fagging work of mentally adding, 
subtracting or classifying figures—give you time and energy for 
closer attention to the constructive end of your job. 


For scores of accountants with problems just like yours, Elliott-Fisher 
Statistical Machine is handling the mechanical routine of all kinds of 
statistical and analysis work—easily and accurately because of the flat 
surface principle of writing and the crossfooting feature. Here’s what 
it does at one operation: types amounts in any column, accumulates 
columnar totals and adds or subtracts horizontally as the work requires. 
Briefly, it gives you a proven analysis of classified and distributed amounts— 
minus the burden of mental figuring and with no waste of time. 


Ask us to explain more fully what such results would mean in 
your work. 


ELLIOTT-FISHER COMPANY 


628 Elliott Street Harrisburg, Pa., U. S. A. 
Offices In All Principal Cities 


Opportunity is offered to accountants with salesmanship qualifications to join 
the Elliott-Fisher sales staff. Address F. L. B. Sales Dept. for information. 
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CHECK! CHECK! CHECK! 


For the accountant who has to check and post incessantly, we have a pen 
built to meet his special requirements. 


THE “SWAN” SAFETY POSTING FOUNTPEN 


makes a fine uniform line which does not require blotting. This enables the accountant to turn 
the page as he checks without the nuisance of stopping to use a blotter. Another thing—the 
special POSTING nib writes like a pencil. It requires no pressing or gripping but only needs to be 
guided, thus writer's cramp is unknown. 


Here, too, is a pen that will not drop or blot (the patent “Ladder Feed” takes care of that) 
while affording a free and ready flow of ink at all times. 


Get a ‘‘SWAN”’ POSTING PEN and know what pen satisfaction is. 


Size 2—$3.00 Size 3—$4.00 Size 4—$4.50 Size 5—$5.50 
At Stationers, Jewelers, or from the Makers 


MABIE, TODD & CO. State Street, Chicago 


Let us loan you one on trial for ten days wit! out obligation to purchase. We know if you use 
one for ten days you would not be wi:hout it. 
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Home-Study Accountaney Courses 


of High PROFESSIONAL Value 


CHOOSE your school carefully, then your training will be a practical asset. 
The high professional value of Walton courses assures the recognition and 
standing of Walton graduates. The professional work and university teach- 
ing experience of the Walton faculty, and the professional recognition, 
endorsement and university standing of this school will appeal to your dis- 
criminating judgment. 


The School is Endorsed by Well-known 
Certified Public Accountants 


You may not be able to decide from your own personal experience as to the merits. 
of several courses of instruction offered. The safest plan is to accept the one 
course which has received the unqualified endorsement of those men with national reputations 
as certified public accountants or as educators with leadine universities Such endorsements 
are real endorsements and can be relied upon. The professional and educational standing 
of the Walton courses—the outgrowth of their merit—insures you, in this school, training 
most valuable from a professional standpoint. This is the really vital consideration. 


Study by mail under the personal direction of Dean Seymour Walton, B.A., C.P.A. 


Mr. Walton is recognized as one of the leading Certified Public Accountants in 
the country and as the foremost educator in accountancy. He was formerly 
Professor of Theory and Practice of Accounting in two of the leading universities of the 
Middle West. Dean Walton gives his personal attention to your lessons, and is assisted by 
a faculty well known in the accounting field. Our courses offered you by correspondence 
represent years of preparation on our part to give you a complete mastery of High Account- 
ancy by means of Home Study. So generally is the high professional value of these courses 
recognized that they have been adopted in the Schools of Commerce of leading universities 
in the country. 


Your Future Business Connections 


—your future opportunities are given a favorable advantage when you graduate 
from this school. The exceptional recognition accorded us by Certified Public Accountants 
of national reputation gives to each Walton graduate most favorable credentials to desirable 
accounting connections. 


SEND FOR FULL INFORMATION 


Our response to your inquiry will be sane, convincing and authoritative informa- 
tion regarding this school, our courses, how you will be instructed and taught in 
your home as effectively as in our large Chicago residence school. Our booklet will appeal 
to you if you earnestly seek the best instruction combined with the best correspondence 
study methods. It will convince you if you are in earnest. 


ALTON 
COMMERCE 


J. Porter Joriin, C.P.A., President. Cuartes H. Lancer, C.P.A., Vice-President 
Seymour Watton, B.A., C.P.A., Dean 
329 to 339 Peoples Gas Building ~ CHICAGO, ILL. 
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P iti W t d as junior accountant; 
osition ante young man, 23; 
Christian; life aim, to make public accounting his 
profession; received accounting education at Co- 


lumbia University; experienced in accounting and 
auditmg departments of large corporation. 


Address Box 352 c/o Journal of Accoun’ ancy 


P W t Certified public 
osition an e countant, age 29, at 
present with large bank, seeks position with firm 
of accountants; bank and mercantile accounting 
experience. 


Address Box 353 c/o Journal of Accountancy 


Position Wante Can you use a junior 

accountant during the 
summer months. Young college man (22) wants 
work anywhere in the Middle West. Student of 
accountancy in large university. Practical expe- 
rience. Salary secondary consideration. 


Address Box 354 c ‘o Journal of Accountancy 


Accountants and 
Business Men 


You can lock up 
valuable papers in 
this Genuine 
Leather Portfolio 
while on an audit 
or traveling. 


60 Styles, Silk 
Stitched in Brown, 
Russet, Black or 


Black Grain, Single 

Sections, $3.50 and 
Ti B. Porgclia, cise 16x10 up; Double Sec= 
tan, brown ond tions, $7.50 and up. 
athe in stitched, lock and key, $6.00. Express Prepaid to any 


oint in the United States. 


Send ne catalogue No. 20 oney back if not satisfied. 


L. L. B. Case Mfg. Co., 5 Cedar St., New York City. 


Position Wanted ma", 

age 36; ten years 
railroad accounting experience; employed; student 
of Pace & Pace School of Accountancy; desires 
position as accountant with some manufacturing 
' or mercantile company; can furnish good refer- 
ences and bond. 


Address Mr. Vaughan, 4037 De Tonty Street, St. Louis, Mo. 


age RENT, $25 monthly, 
light private office, 111 
Broadway. Inquire room 1528. 


IT KEEPS LETTERS UPRIGHT 


$1.00 per Drawer 
Sent on Approval 
“SLANTZRITE” VERTICAL FILE ADJUSTER 
79 Milk Street, Boston, Mass. 


Guaranteed 


ACCOUNTANCY 


Endorsements By Men Who Know 


“The best correspondence course in 
America for Accountancy, Auditing or 
C.P.A. Examinations is the Bennett 
Course, by R. J. Bennett, Philadelphia.” 
(Dated March 6, 1916.) 

O. C. Dorney, C.P.A., President. 
American Commercial School, 
Allentown, Pa. 


“I might say also that I am highly 
pleased with this course of instruction, 
and can already (lesson 3) see good re- 
sults from it.” (Dated April 3, 1916.) 

H. M. Pinxston, Secretary, 
Southern Timber & Lumber Company, 
Fayetteville, N.C. 


Personal service of R. J. Bennett, C.P.A. 


Send for circular of information, and 
also of our Post Graduate Accountancy 
Course. 


Bennett Accountancy Institute 
261 Farragut Street, Philadelphia, Pa. 


One Pressure of the Handles—And the Job Is Done 


BUMP 


The New Abeslutely Pree 
Paper Fastener 


Economy and Convenience 
in Fastening Papers 


No clips No pins 
No staples 
No bulky files 


BUMP PAPER FASTENER CO. 
La Crosse, Wis. 


Seymour Conover, 350 Broadway, N. Y. 


EASTERN REPRESENTATIVE 
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CONTENTS FOR JUNE, 1916 


GE 
Reasons for Excluding Interest from Cost ” 
By George O. May ‘ ‘ 401 
Statements of Borrowers from the Viewpoint 
of the Federal Reserve nan 
By Charles A. Peple ‘ 410 
Advertising as a Business Asset | 
By Elijah W. Sells ; 424 
Industrial Accounting, | 
By F. J. Knoeppel ‘ ° ‘ 431 
Editorial : 
What the Comptroller Would Save . 
Eloquent Advertisement 444 
Privileged Communications 444 
New C. P. A. Law of Maryland 446 
Income Tax Department 
Students’ Department 
Edited by Seymour Walton ‘ 454 


THE JOURNAL OF ACCOUNTANCY is the organ of the professional accountants of the 
United States. In its articles and editorial columns it treats, from the accountant’s point of view, of 
business problems and conditions. 


The editor will be glad to receive and to consider for publication articles from well-informed 
persons and will welcome especially contributions from public accountants. The manuscripts of articles 
not available for publication will be returned on request. 


Issued Monthly by 


THE RONALD PRESS COMPANY, Publishers 
20 VESEY STREET, NEW YORK, N. Y. 


Entered as Second Class Matter, Feb. 7, 1916, at the Post Office at New York, N. Y., 
Under the Act of March 3, 1879. 
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" papers give quite so wide a selection in Quality, Color - 


—Good Stationery is an Asset— 


WATER MARK 
OF QUALITY 


Stationary Stationery 


It is quite as important to have a standardized quality 
of paper for all Business Forms as it is to strike a 
quality standard for manufactured goods. 


TO THE AUDITOR OR ACCOUNTANT no other 


o- Finish, nor afford such opportunities to effectuelly 
standardize all classes of Business Forms on papers of 
one manufacturer—as do “Eagle A” Bond Papers. 


WHILE TO THE BUSINESS HOUSE, CORPOR- 
ATION OR BANK, the Water-Mark of “the Eagle 
and the A” is an assurance of 100% paper quality in 
any of the 31 brands—today, tomorrow, and next year. 


Our Portfolio ‘‘How to Buy Business Correspondence Paper’’ 
will assist you in determining the right quality of paper to use 
for nost any given purpose. Send for it io-day. 


AMERICAN: WRITING-PAPER-COMPANY 


Main Street: Aolyoke.Massachusetts 
Twenty Nine Mills 
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Auditing 


1916 Edition, Revised 
and Enlarged 


HERE is one book on Auditing recognized as the 
fa standard in this country, and that is Robert H. 

Montgomery's famous “Auditing Theory and 
Practice.” In every big accounting firm, in the offices 
of big corporations, in the portfolios of the “senior 
accountants” on the job — everywhere accounts. are 
kept or audits made you are certain to see a copy of 
“Montgomery.” It is the professional’s handbook, 


In the new 1916 edition are incorporated improve- 
ments and changes pointed out by the experience of 
many accountant users, All the matter in it has been 
brought sharply up to date. And the 900-page volume 
has been reduced in size and weight by printing on a 
thin paper, in limp leather binding=-the suggestion of 
men who constantly take Auditing out on the job with 
them. 

Every competent accountant and auditor should be thoroughly 
familiar with this book, It covers everything—the principles of 
auditing, how to begin the audit, the « plete procedure in 
making balance sheet audits, the complete procedure in making 
detailed audits, procedure in imvestigation, certificates and re- 


. ports, depreciation, the Income Tax, etc. ‘etc. -_Not a page but 


contains some practical suggestion for saving time, eliminating 
unnecessary work, or distinguishing the vital from the incidental. 
In fact, it is a veritable encyclopedia of accounting. 


As most readers of The Journal know, Mr. Montgomery is 
a member of the firm of Lybrand, Ross Bros. & Montgomery, 
Ex-President of the American Association of Public Accountants, 
and has recently been appointed Assistant Professor of Account- 


ing in Columbia University. Every page of “Auditing” reflects 


his long, seccessful experience, 


_ Price bound in full limp leather, $5.00 postpaid. Subject, 
of course, to our usual privilege of five days’ inspection and re- 
turn unless found satisfactory. Book will be sent on approval to 
any responsible accountant, j 


A Glance at the Contents 


What business men want in Saancial 
reports. 


How lend should be valued in the Bi 
‘The items that should appear ina 
partnership agreement. 
Thirteen rules for verifying inventories. 
Form of statement recommended by 
Federal Reserve Board. 

I igation of the current assets cid 
“their Proportion to liabilities coud 


Estimating a fair good-will value, 
The Profit and Loss Account; with # de- 
tailed consideration of bad 
subsidiary company 
sales, reserves, 
the final 
rae 


Notes. on in 
sale or purchase, 


Holding Companies. 
Special points in Audits of 40 different 
fines of basinese—insurance com- 
panies, mines, department stores, 
public utilities, ete. 4 : 
Liabilities of directors. 


roo pages of detailed notes om’ the | 
preparation of Income Tax Returns. 


a business for 
creditors, etc. 
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Summer Classes 


For Juniors For Office Clerks 
For Stenographers 


Pace Institute of Accountancy 


Progressive Accountants desire to have their as- 
sistants develop themselves by coérdinated theoretical 
study of Law, Accounting and Auditing. The busy 
mid-winter season interferes with such study because 
of overtime and out-of-town assignments. 


We have therefore arranged, for the special benefit of Ac- 
countancy stafis, a special Resident School course of study begin- 
ning early in June and ending in September. The work is of a 
fundamental nature and is within the grasp of Stenographers and 
office clerks as well as of juniors. 


Arrangements are made for special personal instruc- 
tion in case a vacation or out-of-town assignment 
interferes with class attendance. 


Instruction is given by practicing Lawyers and Certified Public Account- 
ants, Encourage your assistants to enroll or send us the names of any you 
think may be interested. Send for 32pp. Bulletin and for details of Summer 
Courses in Residence and by Extension (mail). A sample copy of The Pace 
Student, a monthly magazine interpreting the purpose, spirit and needs of 
modern business, will also be mailed gladly at your request. 


PACE & PACE 


Pace Standardized Courses in Accountancy, Business Ad- 


ministration, and English, in Residence and by Extension 
30 CHURCH STREET + NEW YORK 


When writing to advertisers kindly mention Tue Journat or Accourrancy, 
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